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PREFACE TO THE SECOND EDITION 
*• 

In preparing the present edition my primarj^ concern has 
been to bring the factual descriptions up to date and to 
modify or replace arguments that derived their main in- 
terest from conditions since disappeared. But I have also 
taken the opportunity to make slight alterations in the 
theoretical analysis itself. 

In Chapter IV the section which previously discussed 
the constitution of the Bank of England now gives a 
description of the position established by the recent 
Bank of England Act, and Section V of Chapter V has 
been radically altered to reflect the Currency and Banlc 
Notes Act of 1939 and some war-time developments 
under it. The old Chapter VIII with little change has 
become virtually an historical introduction to a new 
section on the Bretton Woods plans. I have not attempted 
(as I might have done in Chapter II especially) to notice 
war-time changes which were largely ephemeral. The 
book therefore still gives an account of the banking system 
substantially as it worked in the nineteen-thirties, save 
for those changes which have obviously come to stay. 

Chapter XIV of the original edition has been dropped. 
Never an integral part of the book, it has been rendered 
otiose by events, especially the statutory changes referred 
to in Section II of Chapter IV. 

In the original edition I sometimes stressed the activity 
of the monetary system in its relation to general economic 
activity while at other times I stressed itspassiviiy, perhaps 
leaving the reader in doubt whetlier I supposed the mone- 
tar}' system to have any positive influence on events. By 
a number of small changes I have altered the balance, 
and the book as a whole now leans definitely to the view 
that the monetar)' system is in the main passive, though ‘ 
it could, if ill regulated, be a great nuisance. 
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A large number of minor changes do not lend themselves 
to summary' reference here. Towards many of these, as 
well as to the larger changes, I have been guided by the 
generosity of many critics, colleagues, and friends, and it 
will not be their fault if this edition is not better than the 
original. 

R. S. S. 

LO.NDO.V 
^imc 1^46 



PREFACE TO THE FIRST EDITION 

This book presents an exposition of modern banking in 
the light of current theory. It is addressed^primarily to 
the university student who wishes to include in his honours 
course a study of banking sufficient to enable him to 
understand how this important part of the economic 
system really works nowadays. In writing a book with 
such a design the greatest difficulty is to maintain a con- 
sistent plane of exposition. This I know that I have failed 
to do : and I believe that anyone who attempts to take the 
reader from the elementary stages to the heart of the 
matter is almost certain to do so. There is a marked 
change in the plane of exposition just over half-way 
through the book. Chapters I to VII are restricted to the 
simpler points, and the reader who is new to the subject 
is advised to make sure that he has understood those 
chapters before passing to tlie more difficult part of the 
book. 

Some readers may be inclined to criticize the lack of 
factual illustration in a book wffiich claims to be realistic. 
I have been tempted again and again to include many 
illustrations, making the book a comprehensive treatise on 
the subject. But the material for such a treatise — the 
details of banking systems and monetary events — changes 
so rapidly that I am inclined to doubt the usefulness of a 
comprehensive treatise on banking. The subject is better 
covered by a continuous series of monographs. But if this 
is so, there is occasion from time to time for a book which 
sums up the present position and presents the contem- 
porarjf structure briefly in the light of current theory. 
And that is %vhat tliis book is meant to do. 

Much of the exposition runs in terms of English institu- 
tions; but there are sections here and there e.xplaining the 
main peculiarities of the American system. Other systems 
receive scantier reference, though Chapter XIII attempts 
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to remedy the deficiency by surveying systeniatically the 
peculiar problems of certain other important countries. 
I feel somewhat dissatisfied with the references to Ameri- 
can conditions: for on matters of the coustitutiou of the 
banking sj'stem I have naturally given the current, Roosc- 
vcltian position, while for the xcothing of the system I have 
necessarily had to refer mainly to prc-Roosevclt days. \Vc 
cannot be at all certain that the Federal Reserve System 
is going to ‘work’ again just as it worked in the 'twenties. 

Chapter XIV, on the Nationalization of Banking, 
hardly fits into the general plan of the book, but I feel 
that at the moment a book on banking ought to provide 
some direct help on tliat subject. I have, of course, con- 
fined myself to setting forth what I believe to be the main 
issues. 

I have attached no bibliography or formal advice on 
further reading. I hope that a reading of this book will 
be a useful preliminar)’ to use of tiic really advanced works 
on money and banking. With that possibility in mind I 
have at various points indicated in foomotes the standard 
sources where the problems arc more c.viiaustivcly dis- 
cussed. 

The book is mainly a summaiw' and restatement of 
ideas w'hich arc the subject of agreement among most 
economists. By deliberately avoiding, in the first part 
especially, an analysis of the banking system in the light 
of its historical development I believe that I have been 
enabled to present the fundamental points in a more 
genuinely realistic way than has been done in many earlier 
books. But the basic notions are not new. Where I am 
not certain that my statementswould command the general 
support of my fellow economists the reader receives a 
warning in the introduction of the pronoun ‘I’. This may 
occur either because the views of economists on a particu- 
lar point have not been circulated enough for me to know' 
how far my thought is representative, or (more rarely) 
because I am in disagreement with an important body of 
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opinion. In the absence of the warning pronoun the 
reader may assume that I am, to the best of my knowledge, 
expounding the prevailing view of competent authorities. 

In a book of this kind it is quite impossible to say at 
everjf point the source from %vhich the writer derived 
inspiration. So far as published work is concerned, my 
greatest debts are to Mr. Keynes, Mr. Hawtrey, and 
Mr. Robertson; and to the papers of the Macmillan Com- 
mittee. I should also , mention, for special topics, the 
writings of Professor N. F. Hall on tlie Exchange Equaliza- 
tion Account and of Mr. Barrett Whale on the theory of 
the gold standard (my debt to his influence is far more 
extensive). I have had the advantage of reading an un- 
published thesis by Mr. R. M. Goodwin of St. John’s 
College, Oxford, who has submitted to a searching analysis 
English banking statistics, 1925-35. Also I owe so much 
to my teachers at Cambridge and to my colleagues at 
London and at Oxford that it is quite impossible for me 
to say which (if any) parts of the book are original. 

PEMBROKE COLLEGE, 

OXFORD 

Novet/iber 
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CHAPTER I 
INTRODUCTORY 


I. The Supply of Money and the Price Level 

Banks are often described as ‘purKeyorsjaf money’. Were 
this their sole function economists would ufTdoubtedly be 
interested in them, just as economists are interested in the 
activities of the issuing houses or any other section of 
the capital market. The linking of borrower and lender, in 
that it influences the particular direction of the crystalliza- 
tion of capital, is a process of economic significance. But 
banks and banking have in fact bulked far larger in works 
on economics than have issuing houses or the solicitors 
who arrange mortgages on property. The reason for thi§ 
treatment is that banks are not rnt reXy purveyors of money) 
bu t also in an Important sense manuf acturers of money^C^ 

Perhaps we ought to be quite clear what we mean oy 
‘money’ and why we do interest ourselves so much in the 
behaviour of mone3% Money is something which is widel;^^ 
accepted for the settlement of debts.’' It is not of any. 
direct use for the actual ‘consumption’ that is the ultimate 
end of all economic activity, nor is it of direct use in 
the process of producing consumption goods from other 
goods and ser\'ices. But jvve can use money to buy goods 
a nd services, whether fo^mme^ate consumption 

a ‘money economy’ of the kind with which we are familiar 
the all-important process of producing goods for ultimate 
consumption is carried out at tlie direction of'people who 
buy {ti'iili money) the original factors of production, put 
them togctlier, and sell (for inoney) the goods produced^.', 
They are induced to undertake tliis process by the 

' The word ‘debt’ covers all monetary transactions. If a child enters 
a shop to btty a pcnnj'Worth of sweets, it aste for the sweets, thereby 
incurring a debt of one penny, wliich is settled immediately by passing 
the coin across the counter. 
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prospect of a movn' P^op- The direction of tiic original 
factors of production into the fttndamcnu! procc-st^, or 
producing what ue want to live on depends upon yanous 
flcKvs of money. An alteration in the fiow of inoniy implies 
an'altcration in the flow of final goods and services. Tiih 
is tnic whether the alteration takes the form of contraction 
or of expansion or of mere diversion of the flov. of money. 
An expansion of the supply of money net tr takes the form 
(suggested by Htime) of fvcr>-onc finding their money 
balances increased in identical proportions. 'I’he incro’se 
in the supply of money is at the out«et concentrated in a 
few particular channels, and the ptr'om. to uhom it goes 
arc thereby enabled to increase the share of the factors 
of production or of the produced goods at their disposal. 
Any person or institution with the power of regulating the 
supply of money has therefore great significance in the 
economic world.* 

The most elementar)’ theory of the clTccts of changes in 
the supply of money is known as tiic Quantity Theory of 
Money. It is stated in various fonns, more or lees rigo- 
rous. Sometimes it is said that changes in tlic supply of 
money tend to produce changes in tlie same direction in 
the general level of prices. ‘The slricle.st version says that 
the value of moncs' varies inversely, and the gcncr.d level 
of prices directly, in proportion to changes in the supply of 
mone}'.' The first and xagvicr form has the ralvantage of 
being more obviously consistent with obscrx’cd facts. The 
second and more rigorous form has the ad\-antagc of being 


‘ A bank is an institution \>.ho«e debts arc xsitidy accepted in settic- 
ment of otIicT pcopfe’s debts to each other. Trom Ubs anti the definition 
of Money on pipe i it follows that Bank Deponts are Money. T}te*e 
particulir definitions appe-t! to me liecau-c they appear to be consonant 
SMth common u'age. Some autbonties u«cd to deny tint Bank Deposits 
were rnonca. But it should be emphasi-cd tint the anahnes riven in this 
book, life the conclusions of the pure theory of money, are in no -way 
dependent on the choice of dcfimtions The econotr.ic sirnif.eante of a 
Aangc in the supply of money is based on the dis.nrhancc of the liquid! ty- 
distnbution yf the public’s assets, and such a disturbance occurs when 
ioank Deposits ore changed. 
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the clear conclusion of a tidy and logical argument built 
on strictly limited assumptions.' 

The Quantity Theory is based on the fact that money is 
wanted not for its own sake but for the convenience of 
having ready command over objects of more direct service 
to us. The more money a person holds the greater is the 
convenience he enjoys (assuming, of course, that his money 
is in convenient forms — not a thousand pounds’ worth of 
threepenny-bits!). But the holding of money implies the 
missing of an opportunity of increasing one’s satisfactions 
of other kinds. For a person can use money eitlier for 
expenditure on immediate consumption, from which 
immediate satisfaction is derived, or for acquiring an 
‘investment’ (e.g. the ownership of capital goods) which 
vdll yield him further money income in the future — thus 
enabling him to increase his income of satisfactions at 
some future date. In deciding to secure the convenience 
of holding a money balance, a person is deciding to deny 
himself the alternative satisfactions he might have en- 
joyed. (individuals and corporations do in fact get into 
the habit of holding a certain average money balance, the 
size of which depends on the money volume of their 
transactions, their habits of payment, and similar factors^ 
Given other things unchanged, an increase in a money 
balance above the habitual level (having regard to seasond 
and similar considerations) will lead the holder of it to 
consider spending more on consumption or investing 
more.'^^Now if there is an increase in the aggregate supply 
of money, holders of excess balances must predominate 

’ The follouTng paragraphs axe not intended as an exhausti\'c anal>’sis 
of the Quantitj' Thcorj’. 'Ihe reader should refer, for further discussion, 
to the standard works of Marshall (csp. Official Papers), Fisher (csp. 
Purchasing Potcer of Money), Kcj’ncs, and Robertson. 

^ From a rc.ilistic point of aicw it is worth enwsaging the possibility of 
tlungs working tlic other way round ; an inditidual secs an opportunity for 
profitable spending and is thereby stimulated to get into debt to a bank 
— the bank offering its own indebtedness (deposits) in exchange. The 
remainder of the analysis needs no modification to fit this case of money 
supply responding to changed demand. 
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over holders of uncomfortably low balances. Accordingly 
there will be a general disposition to spend more on 
consumption or on investments. Spending more on con- 
sumption means that there is an increase in the money 
demand for consumption goods.^ On ordinarj' supply- 
and-demand lines we expect some rise in the prices of 
consumption goods and a connected tendency, perhaps, 
of supplies to increase. An increased money demand for 
investments has not such obvious effects on the price 
level, but again there is a tendency for certain prices to rise. 
The initial effect may be simply that people try to buy 
more of old securities. These can, however, only be 
transferred. Their prices rise, and there is a better 
demand than before for securities newly issued by busi- 
nesses wanting to extend their operations. As money for 
capital purposes can be obtained more easily, business 
men increase their money demand for raw materials and 
factors of production, and under this pressure of in- 
creased money demand for goods and ser\'ices,* prices 
tend to rise. Whether the surplus money balances are 
directed towards consumption or investment, therefore, 
the effect of rising prices tends to appear, i 

People cannot, as a whole, reduce their money balances. 
Individuals may pass them on ; but the supply of money 
remains unchanged. ‘But as prices rise, holders of balances 
have to revise their notions of what is a comfortable 
balance to hold, i Prices have risen, so that their former 
average balances have become uncomfortably small rela- 
tively to their outgoings. Accordingly people cease, as 
prices rise, to feel that their new high balances are unneces- 
sarily large, and cease to increase their rate of expenditure 
(on consumption and investment). Prices therefore cease 
to rise. 

The above argument can easily be adapted to describe 


The connexion between the market for old securities and the entre- 
plicated than this : the reader will find further elucidation in Chapter VI 
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the converse process. A reduction in t he total supply of 
money implies uncomfortably low balances on the wliole* 
Contraction of expenditure follows, prices fall, and as 
prices fall the new level of balances again becomes ade- 
quate, and things can settle down at a new (lower) level 
of prices, and a new (lower) level of money balance ^jn 
short, given other conditions, there is to every level of 
money balances (i.e. to every supply of money) an appro- 
priate general level of prices: increased supply of money 
tends to produce rising prices, decreased supply of money 
tends to produce falling prices.^ This Quantity Theory 
presumption holds good in whatever way the change in 
the supply of money comes about: for increased supply 
of money must mean that on the average people have 
surplus balances, and ^'ice versa. The theoiy', in this form 
at least, is equally applicable to a private enterprise 
economy and to a ‘planned economy’ of the type towards 
which Britain is moving in the nineteen-forties. 

Ri^ng and falling prices have certain unfortunate 
effects. l uFst," there''afe t\iQ.~d{Mnbuiio7ial evils. Certain 
money incomes — ^those of judges, clergj'men, rentiers — 
are fixed eitlier by law or by custom, and other money 
incomes — those of civil ser\^ants, doctors — are not changed , 
at all rapidly as other prices change. Recipients of these 
incomes therefore enjoy an increased real income as prices 
fall, and suffer a reduction as prices rise. On the other 
hand, business men, deriving their incomes from profits, 
and ordinary shareholders find their money incomes in- 
creasing faster than prices are rising, since profits result 
when the costs, some of which arc fixed by long contract, 
&c,, have been deducted from the rising prices.^ Wage- 
earners who are in employment regularly tend to gain 
when prices fall, and lose when prices are moving up 
rapidly, though their wage-rates may sooner or later be 

* During the 1939-45 War the normal effect of rising prices on profits 
%v.is largely stultified by the wde range of government contracting and 
special ta’cation. 
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adjusted to the diangcd level of prices. 1 hese reclistrilni- 
tions of real income can in no wise be imputed to varj’ing 
deserts; there is clear injustice l^cttveen the contrasting 
classes of income-receivers when prices arc moving de- 
cidedly upwards or downwards. 

Secondly, there arc the evil effects of rising and falling 
pric(s oil production. As certain costs, particularly the 
prices of certain factors of production, arc fixed by long 
contract, by law, or by custom, the entrepreneur who is 
faced by falling prices finds that production is becoming 
unprofitable, and, after a point, decides to reduce his out- 
put. Economic activity and the level of employment for 
wage-earners therefore decline. Resources th.at might 
have been used to produce useful things stand idle, while 
individuals suffer the distresses occasioned by unemploy- 
ment. This contraction of output is by no means evenly 
spread. For one of the first ways in which a business man 
is likely to curtail his operations is by cutting down any 
plant extensions, and suspending replacement of worn-out 
plant. Accordingly the depression is likely to be particu- 
larly severe in the capital goods trades, and people at- 
tached to those trades suffer most. . But when prices arc 
rising, the stickiness of costs leads to the profit margin 
widening, thus providing the entrepreneur with a motive 
for increasing his operations. Economic activity in- 
creases, unemployment declines. The ‘boom’ is, like the 
depression, more extreme in the capital goods trades, 
because extended operations means full replacement and 
frequent additions to equipment. This looks very' well, 
and would appear at first sight to be rather an adrantage 
of rising prices, /In some measure it is; but bitter ex- 
perience has shown that a ‘boom’ of increasing economic 
activity and rising prices is always followed by a depres- 
sion, and indeed theoretical analysis leads us 'to suppose 
that a slump must inevitably follow a boom which has 
developed to any appreciable extent.^' The good time, 

‘ For this difficult matter sec especially Hairod, The Trade Cycle. 
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though it has substantial attractions, is far from being as 
attractive as would be a period of full employment without 
an aftermath of depression. 

Rising prices and falling prices both, then, appear to, 
have serious disadvantages ; and changes in the supply of 
money appear to be among the possible causes of both. It 
behoves us therefore to find out who, in the modern world, ' 
regulates the supply of money, and on what principles 
their operations are based. 

II. The Sources of Money Supplies 

In the most advanced countries by far the greatest part 
of the supply of money consists of Bank Deposits, some- 
times called ‘Bank Money’. The Banlc Deposit is simply 
a debt of a bank to an individual or corporation. In 
exchange for certain rights (to which we shall return 
presently) the bank enters in its books so much ‘to the 
credit of’ Mr. So-and-so. The latter may then settle his 
debts to other people by making over to them parts of his 
‘credit balance’ or bank deposit. Almost all large pay- 
ments arc made in tliis way, the instrument by which the 
deposit is transferred from one person to another being 
the familiar ‘cheque’. Wlien one person pays another by 
cheque, what happens fundamentally is that the bank’s 
debt to the payer (or ‘drawer’) is reduced by the amount 
of the cheque, and the bank’s debt to the payee is in- 
creased by the same amount. The drawer has made over 
to the payee his claim against the bank. It is by circulating 
the debts of the banks (the credit balances of the public 
at the banks) in this way that most transactions are settled. 

Generally, when the bank makes an entry of I O U in 
favour of a person, the transaction remains simply a book 
entry. The bank in its ovm books stands indebted to Mr. 
So-and-so to the amount given. That is the pure Bank 
Deposit. But sometimes Mr, So-and-so wants evidence 
of the debt in a different and more readilv transferable 
form. In this event the bank enters the amount, not in 
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coincide with the amount of the debt he wishes to settle. 
Secondl}^Jt„h^ the disadvantage that the notes are as 
vjiluable to other people as they are to himself, whereas 
his chegue-book is, broadly speaking, of value only to 
himself.^iConsequently the settlement of debts by the 
payment of notes involves carrying about pieces of paper 
that other people have the incentive to steal, whereas 
settlement of debt by cheque is quite a safe procedure. 
If a man wishes to settle a debt of, say, £2- can pay 

by cheque (provided that his creditor has confidence in 
the existence of the debtor’s claim on the bank), which 
merely involves carr^dng a cheque-book and filling a single 
cheque formf^r he can pay it in notes, which means that 
he must carry with him four separate pieces of paper 
(three one-pound notes and one ten-shilling note) all or 
any of which he may lose without much chance of re- 
cover}'. ) 

The Government may by law restrict the issue of notes 
to one or a number of banks. Practice in this respect 
varies from country to countr}', and is largely the outcome 
of historical accident; but there has been a general dis- 
position to restrict note-issuing powers more and more, 
as a result of the spreading notion that the supply of 
money must be controlled by the State. In England note- 
issuing powers are now restricted to the Bank of England, 
but in Scotland a few otlier banks have strictly limited 
rights of issue. The State also sometimes says that certain 
notes shall be 'legal tender’. Money of any kind is 'legal 
tender^ if the offer of it, in the 'exact sum; in'sefflement of 
a’ debt leaves the creditor no option but to discharge the 
debt. If a debtor offers jionJcgajMtender money the 
creditor may decline to accept it witKouTmodifying his 
legal claim against the debtor. Bank deposits have never 
been constituted legal tender, but throughout the United 
Kingdom Bank of England notes are legal tender.^ 

In addition to mone y created byjdiejbanks there is 

* The large notes (£5) are legal tender in England tuid Wales only. 



II 


THE PROCESS OF CREATION OF MONEY 

These are only round figures, but the import of them 
is clear enough — ^Bank Money forms an ovenvhelming 
proportion of the total supply of money. In the United 
States also, Bank Money is overwhelmingly important. 

Restricting ourselves for the time being to the opera- 
tions of the ordinary joint-stock banks, we have to face the 
question, what induces the banks to get into debt to the 
public to tliese enormous amounts? The banks have 
voluntarily entered in their books I O U’s to all sorts of 
people, to an aggregate running into thousands of millions 
of pounds. Wliat has induced them to do so ? They are 
profit-seeking corporations. They are induced to become 
debtors to other people by those others offering in ex- 
change certain claims that equal the capital value of the 
bank’s liability and bear interest. It is from the interest 
payment on these claims that the bank derives its income. 
Provided that it is successfully managed, the bank’s assets 
therefore always equal its liabilities'. .The bank ‘deposits’ 
— i.e. the debts of the bank to the public — are always 
covered by the assets people have offered to the bank in 
exchange for deposit claims against the bank. The process 
of ‘ creation’ of bank de posits ^^entially an exchange of 
claims. The member ofthe public offersaTHaun of some 
sort — ^such as legal tender state money, or a government 
bond, or a mere promise — and the bank offers a book debt 
called a bank deposit. ^.The economic significance of this 
exchange of claims lies in the fact that the claim against 
the bank — a debt which did not previously exist — can be 
used as general purchasing power3 It is money, whereas 
the debt against which it was exchanged is not money. The 
operation therefore adds to the total supply of money.* 

The standard assets of a commercial bank are over- 
drafts and loans, bills discounted, investments, and cash,** 

• Except, of course, irv the case of legal tender state money being taken 
by the bank — in which case the public has merely altered the form of the 
money it holds. 

* 'I’lic following pages serve to introduce these standard assets and to 
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The pyerdraft system of the banks is well known. In 
return for an undertaking on the client s part, an under- 
taking often reinforced by the handing over to the bank 
of some negotiable security of which the bank may dispose 
if the client fails to meet his obligations, the bank allows 
the client to ‘overdraw’ his account. That is to say, thd 
client is allowed to draw cheques beyond the amount pre-j 
viously standing to his credit in the bank s books, up to} 
the limit set in the overdraft arrangement. This limit will 
usually be well covered by the market value of the nego-_ 
tiable security left in the bank’s keeping. This overdraft’ 
facility is equivalent to a bank deposit in representing part 
of the supply of money with which individuals can buy 
goods and services, and it becomes part of the visible 
supply as the right to overdraw is exercised and other 
people (recipients of the borrower’s cheques) acquire 
claims against the lending bank. These claims are money, 
because people are prepared to accept them in settlemQnt_ 
of debts. The borrower undertakes that by the end of, say, 
three months he will have acquired from other people 
various kinds of money — State-issued money or claims 
against this and other banks — to the amount of his over- 
draft. These claims he hands over to the bank, thus paying 
off his accumulated debt. In addition he is obliged to pay 
interest — i.e. he has to provide additional money, so much 
per cent, on his overdraft, as a payment for the use of the 
money for the given period. It is out of this additional ' 
money that the banlc makes its living.f^s far as giving and 
receiving claims in loan and deposit transactions are con- 
cerned, it will, if everyone meets his obligations, finish 
all square . The income of the bank depends on the 
additional claims (the interest and other charges) it makes 
against people who incur debt to the bank, either directly 
y oan or overdraft arrangements, or indirectly when the 


in them affect the supply of money. More 
toa.Ig chscuss.on well be found in later chapters (pLicularly II, III 
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bank acquires the claims from previous creditors of those 
people^ 

When the system by which banks lend to individuals 
and firms is not the overdraft system but tlie loan system 
the process is even simpler m its effects on the supply 
pf money. The borrowing client gives certain under- 
takings and also pjsrhaps provides ‘collate ral security 's 
suggested above. ?The bank at once places the sum oTl^ 
the loan to the credit of the client: its debts are increased 
by that amount, and, since its debts constitute money, 
the supply of money is increased by the amount. At the 
same time the assets of the bank have increased by the 
amount of the loan?^ Its liabilities and its assets have in- 
creased by equal amounts. Were the amount £ 1,000 and 
were this the sole operation of the bank the balance sheet 
would be: 

Liabilities Assets 

£ 

Deposits (i.c. Credit balances Loans to clients 

of clients) . . . 1,000 

The gross income of the bank would be increased by 
whatever interest charge it made for the loan. Out of this 
gross income it might pay a lower rate of interest on 
clients’ credit balances, and it would have to meet its 
costs of administration. Any remainder would be a net 
profit. 

As the borrowing client pays away tlie 1,000, by 
cheques drawn in favour of other people, the liabilities of 
the bank become liabilities not to that client but to the 
payees of the cheques. What happens next depends on 
what those payees choose to do with their claims against 
the banlt. 

Instead of the borrower imdertaking to make certain 
patnments to the bank in return for the loan, he may choose 
to finance himself by drawing a bill of exchange^ The bill 
of exchange is in effect a written promise to pay a sum at 
some future date, usually guaranteed by some reputable 


£ 

. 1,000 
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finance house.i Then a person \vith funds to spare can 
‘discount’ the bill, which means he can pay a sum of 
money for it now, the sum being slightly less than the sum 
promised in the bill. When a bank discounts a bill of 
exchange it in fact acquires the bill as an asset, giving in 
exchange a deposit — i.e. incurring debt to a client. Its 
liabilities and its assets are increased by the same amount. 
Its balance-sheet still balances; but its gross income is 
increased by the difference between the sum it pays for 
the bill and the sum which the bill says is payable at 
the named date (‘maturity’). This difference is called the 
‘discount’. 

Another way in which a bank may add to its debts is by 
the purchase of securities — such as government bonds. 
The bank p^^Tor the bonds by a cheque on itself^ — ^i.e. 
it gives a debt in exchange for the bonds that become part 
of its assets. The balance-sheet shows change on both 
sides; 

Liabtlilia Assets 

Deposits (i e. debts to clients) i,ooo Investments (Government 

bonds) . . . 1,000 

The process is precisely the same when the bank acquires 
land or buildings for its offices. 

A bank uill also give a credit balance (i.e. incur a debt) 
to anybody who offers it a claim against another bank. 
This happens, for example, when Smith who banks with 
Barclays draws a cheque in favour of Jones who pays it 
into his own account at the Midland. In that instance 
there has merely been a transference of mdebtedness 
between banks — no increase. The original balance-sheet 

> For detailed discussion of bills of exchange see Chapter III. 

= Or it may give a cheque on its balance with the central bank. The 
effect is precisely the same, for the payee at once exchanges this claim for 
one against his own bank (he pays the cheque into his account) and aggre- 
gate pubhc claims against the banks are increased by the given sum The 
settlement of any inter-bank mdebtedness which may arise is dismissed 
\ later. 
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positions of the two banks may be supposed to have been 


thus: . 

MIDLAND BANK 
, Liabilttict Assets 

, c , . £ 

Deposits Bills dis- 

(Joncs) 1,000 counted 

and in%'C3t- 
ments, See. 1,000 


BARCLAYS BANK 
Liabilities Assets 

I I 

Deposits Loans, &c. 2,000 

(Smitli) 2,000 


Smith then draws a cheque for ^$00 which Jones pays 
into his own account. The immediate effect on the posi- 
tion of the two banks is shown below: 


Liabilities 

MIDLAND BANK 

Assets 



£ 


Deposits (Jones) 

. 1,500 Bills discounted and invest- 



ments, See. . 

r,ooo 


Claims against other banks 


• 

(Barclays) 

500 


i,SOO 

1,500 


BARCLAYS BANK 


Liabilities 

Assets 



£ 

£ 

Deposits (Smith) 

. 1,500 Loans, Sec. 

2,000 

Claims of other banks 

500 



2,000 

2,000 


This will not be the final position, as Barclays and the 
Midland will settle their inter-bank indebtedness by some 
transfer of assets from Barclays to the Midland. Barclays’ 
assets will go dowm by ^500 whilst the Midland’s assets go 
up by 5^500, ^^^lich particular assets are transferred w’e 
shall sec later. But it is clear that there has been no in- 
crease in the supply of money. All that has happened has 
been that the composition of tlie supply has changed, in 
that more of it is now’ Midland Bank debts and less is 
Barclays bank debts, and, of course, the owmership of the 
money has passed from Smith to Jones. The banks arc 
less in debt to Smith and more in debt to Jones than 
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before. Jones has more purchasing power at liis disposal 
than before; Smith has less. The aggregate supply of 
purchasing power is unchanged. 

One very important kind of asset the banks may accjuire 
in exchange for a deposit liability has not yet been men- 
tioned. This is ‘Cash’. Cash consists of state money (in 
Britain now only ‘silver’ and copper coin) and of liabilities 
of the central bank, or bankers’ bank (in Britain, the Bank 
of England). The liabilities of the central bank may be 
either book liabilities — i.e. deposits with it — or bank 
notes. 'ViTien a client ‘pays in’ a wad of notes and some 
odd silver and copper coins, say, ^31. 175. gr/., he acquires 
a deposit to that amount. The bank, that is to say, be- 
comes indebted to the client to the amount of ijs. gd. 
Its balance-sheet will have the following items added: 

Liabilities Assets 

£ s. d. £ s. d. 

Deposits . . . 31 17 9 C.ishinhand . • 31 17 9 

When a client draws a cheque to ‘self’ and takes it to the 
bank for cash, or receives a cheque from someone else 
and goes to the bank to ‘cash it’, the process is precisely 
reversed — Deposits go down and Cash in hand goes down. 
As, for reasons we have seen above, individuals sometimes 
prefer to use cash and sometimes cheques, cash is con- 
tinually crossing the bankers’ counters. Retail tradesmen 
are continually paying it in (exchanging cash for bank 
deposits) and employers of labour and spenders of in- 
comes paid by cheque are continually drawing out cash 
(exchanging bank deposits for cash). Passing cash across 
a bank’s counter is essentially changing one kind of money 
for another the proximate result is no change in the 
^ggi^cgate supply of money in the hands of the public. 
That further results may follow any decided net change 
in its composition is shown below, in Chapter II. 

The book claims against the "central bank, i.e. the 
deposite at the central bank, are another form of cash. It is 
worth ignoring; for the time being, the fact that the central 
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bank may act as banker to the Government and to other 
people. Let us consider solely its operations as bankers’ 
bank. The other banks choose to hold deposits at the 
central bank because it is convenient to settle inter-bank 
indebtedness by transferring their deposits at one bank — 
the central bank. If, as we saw above might happen, one 
bank becomes indebted to another the debt can be settled 
by a book entry at the central bank, the deposit there of 
the creditor bank (the Midland in our example) being 
raised and the deposit of the debtor bank (Barclays) being 
reduced. The aggregate debts of the central bank have 
not changed; but it now owes more than before to the 
Midland and less than before to Barclays. 

As transactions between members of the public are 
always leading to a flux and reflux of cash to and from the 
banks, and to inter-bank indebtedness, every bank finds 
it essential to hold as part of its assets cash in hand (till 
money) and at the central bank (bankers’ deposits). This 
cash holding is called the ‘cash reserve’, and we shall have 
much more to say about its significance in succeeding 
chapters. The cash reserve is, to the banker, less attractive 
than the other assets because it brings him no income. He 
is obliged to hold it owing to the monetary habits of the 
public and the stnicture of the banking system.^ But once 
any important section of the public has developed the 
banking habit the cash reserve need not bear a high ratio 
to aggregate assets. Consequently, in the world as we 
know it, bankers have ample inducement to create debts to 
other people, and that means creating purchasing power. 

It is important to remember that the banks put this 
newly created money into the hands, not of ever}'body at 
once, but of those indhuduals who can offer to the bank 
the kind of asset the bank thinks attractive. The banks 
are important not only because they create'^moncy but 
also because tlvey distribute that money into particular 

* In some counlries the obligation to hold a cash reserve is a legal 
obligation. 
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channels. In some way or other, therefore, the actions 
of the banks have to be consistent with both the total 
and the composition of the country’s production of goods 
and services. Just how this consistenc}' is achieved must 
be the most fundamental question on which an analysis 
of the banking system should throw light. 



CHAPTER II 

COMMERCIAL BANKING 
I. Structural Oueslions 

Thk banking systems of different countries vary substan- 
tially from one to the other; but they have all been tending 
in the last few decades to gravitate towards ‘central bank- 
ing systems’, the archetype of which is our ovm system. 
Tlicsc systems fall into three parts: the central bank, 
the commcrical banks, and various ancillary institutions 
dealing in certain restricted tj^pcs of credit. The central 
banks arc discussed in Chapters IV and V, the commercial 
banks in this chapter, and some of the most important 
ancillary institutions in Chapter III. Some overlapping 
is inevitable. 

The distinction between centrd .and commercial banks 
turns essentially on their objects.\The commercial bank 
thinks primarily of profit-making, whereas the central 
bank thinks of the effects of its operations on the working 
of the economic system^ If the commercial bank is taking 
a sufficiently long view it will forgo some immediate profits 
for the sake of stabilit)'; but it is competing with other 
banks and cannot afford degrees of far-sightedness and 
altruism far beyond those of its competitors. It has its 
shareholders and must do the best it can for them. The 
central bank also sometimes has its shareholders, to whom 
it is expected to pay a dividend after paying all its expenses ; 
but though cases have existed of central banks altering 
their course in order to avoid a loss of income, this is a 
departure from central banking principles. The com- 
mercial banks may be few or many. They trade witli the 
general public. There is only one central bank in each 
country', and it does little if any ordinary' banking business 
for the general public: it restricts itself in the main to con- 
trolling the operations of the rest of the banking system. 
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In England we generally refer to our own commercial 
banks as ‘joint-stock banks’. The custom is open to 
objection since the Bank of England, though not a com- 
mercial bank in the sense in which we are using that term, 
is also a joint-stock company, while the old private ba^s 
were commercial banks though not joint-stock companies. 
But the custom is firmly established and convenient 
enough;-. If, in writing of the English system, we use the 
term ‘joint-stock banks’ this must be considered inter- 
changeable with ‘commercial banks’. In the United States 
the commercial banks are nowadays frequently referred to 
as ‘the member banks’, though there are still some com- 
mercial banks (some of the ‘State banks’ — banlcs registered 
under State, as opposed to federal, laws) which are not , 
member banks.”;, But there is substantial identity between , 
the two categories, and a reference to ‘the member banks’ 
when one. means ‘the commercial banks’ is pardonable 
enough.' ' For the Continental commercial banks the 
term ‘credit banks’ is often used, in distinction to the , 
investment banks, though the distinction between these 
two types of institutions is often in practice blurred.^ 

Now that the joint-stock company system has for long 
been firmly established in almost every country of impor- 
tance, the typical commercial bank in most countries is 
a very large institution having a large number of branches 
scattered all over the country, or at any rate over a large 
section of it. This is the ‘branch-banking’ type, the best 
examples of which are perhaps those of England, Canada, 
South Africa, and Australia. In England, for example, an 
enormous proportion of aU the banking business is done 
by the Big Five -r-:the Midl^d, the Westminster, Bar- 
clays, Lloyds, and the N^on^ iProvincial, most oFThe— 
remamder being don£ by the ,, 


' for just as the private banks used to constitute 

'932, did non-member 
a substantial part of the American system. Member 
banks are those which have entered the Federal Reserve System 
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more limited geograpliicalty (Martins and the District are 
leading examples). he United States still maintains tlie 
opposite and originaf type — ^the ‘unit banking’ system. In 
this system the bank’s operations are confined in general 
to a single office, though some few^are allowed to have 
branches within a strictly limited ar^^ This legal restric- 
tion of the area of operations of an i&nerican bank is the 
outcome of the traditional fear of a ‘Money Trust’, and 
particularly the suspicion with which the operations of the 
New York financiers are viewed in the Middle and Far 
West. (Even central banking in the United States has been 
affected by this powerful historical force — tlie central bank 
of the United States is a federation of twelve banks, each 
with its own region.) Like the unit banks in the mid-nine- 
teenth-century English banking system, the unit banks of 
America arc linked together by the ‘correspondent bank’ 
system. A country bank deposits some of its cash resettles 
\vitlt a bank in the nearest big citj^ and those bigger banks 
themselves send funds to the great centres of Chicago, St. 
Louis, and above all New York. Remittances of funds 
from one part of the country to another can be made 
through the ‘correspondent banks’ — i.e. by transference 
of these funds in the great centres from the name of one 
countr}* bank to that of another country bqnkj} By this 
correspondent bank system unit banks are 'enabled to 
enjoy some of the advantages of a branch banking system. 
In comparing branch banking with unit banking we must 
accordingly remember that unit banks are not entirely 
independent of eacli other but are connected by the corre- 
spondent bank system. 

Before discussing the comparative advantages and dis- 
advantages of unit banks and branch banks, it is necessaiy' 
to summarize the functions of commercial banks.^ Com- 
mercial banks carry on ‘ordinar}^ banking business’ wth 
the general public. What is ‘ordinary banking business’ ?j) 

* A iiscfu! book on commercial bankinn in the U.S.A. before 1933 is 
Go!d<chm 5 dt. The Chav.gir.^ Structure cf American Banking. 
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These banks have actually developed various miscellaneous 
services, such as executor and trustee services ; but it is not 
these purely ancillary functions of which we are thinking 
when we write of ‘ordinary banking business’, Ordinary 
banking business consists of changing cash 'for bank 
deposits and bank deposits for cash; transferring bank 
deposits from one person or corporation to another ; giving 
bank deposits in exchange for bills of exchange, government 
bonds, the secured promises of business men to repay, &c^ 

‘ The ‘bank deposits’ are merely I O U’s witten in the 
books of the banks, and, as we have seen in Chapter I, 
their significance is derived from their general accepta- 
bility as money. The acceptability as money of deposits 
in a particular bank depends on complete confidence in 
the ability of that bank to exchange its promises (deposits) 
for other forms of money (directly or indirectly cash) on 
demand. This is what is meant when it is said that a bank 
must be liquid. ‘Liquidity’ generally means capacity to 
produce cash on demand for deposits? A bank niusT 
therefore so conduct its business as to maintain liquidity. 
The lower the cost of maintaining liquidity the more 
'.efficient is the bank. Except by transferring its earning 
^sets (bills of exchange, loans, &c.) to other banks an 
individual bank can only maintain liquidity by holding an 
adequate ‘reserve’ of cash — cash being unfortunately an 
asset which brings no income to the bank. "The more 
readily transferable are its earning assets, therefore, the 
lower the barren reserve that must be held — and accord- 
ingly the lower is the cost to the bank of maintaining 
liquidity' The form of bank in which earning assets are 
most r^dily transferable is, therefore, ceteris paribus, the 
most efficient form. The necessity of maintaining liquidii^' 
also implies that a bank must, in order to maintain its 
position as a bank, avoid losses— for incurring losses 
means epreciating assets, and that cannot go on for ever 
without the cash reserve running short. 

' For further observations on the concept of Liquidity see Chapter IX. 
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In comparing the merits and demerits of unit and branch 
banking, it is necessary to bear in mind these functions of 
the banks and these liquidity considerations tvliich affect 
the success of their functioning.^A comparison between 
unit banking and branch banking is essentially a com- 
parison between small-scale and large-scale operation ., 
♦'The large co ncern — the branch ban k — ^secures certain 
economrerbf large-scale production , which are, however, 
limited by the nature of the market for the services of 
bankers. «T hc bran ch bank enjoys the advantages of divi - 
sion of la bow — sdSie of itenmre~able employees can 
'dj?w)te their whole time to the broader problems of bank 
management, such as the distribution of assets, the rules 
to be applied to collateral security offered by business men 
seeking loans, and the recruitment of staff. In more lowly 
work in the banks the possibility of pusliing the principle 
of division of labour very far is limited by the fact that 
operations are necessarily divided between branches, and 
the extent to which the division of labour can be carried 
within a small branch is as limited as it is in a unit bank 
office of the same size. •The economy of reserves is of 
enormous importance for, as we have seen above, the 
maintenance of adequate reserves is absolutely vital to the 
banker." The large bank can afford to hold a lower cash 
reserve in each office, for one office can draw on another — 
by transferring assets or by borrowing — ^far more readily 
than can one unit bank draw on another unit bank in the 
same way. Tkc system of correspo nH^nt- hnnkg rpoHifieQ 
the disad vantage here o f thejuoiLbank, but only slightly, 
fordeposits with a correspondent bank are relatively un- 
remunerative. 'The dieapness of doing remittanc e bn sir 
ness (the sending of radhey from one place to another for 
clients) is much increased by the conveniences of the 
branch sj-stem, for inter-office indebtedness can be far 
more easily adjusted.t^The corres pondent system enables 
the unit bank to offer the client service comparable with 
that afforded by the branch bank but not so cheaply 
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^ The spreading of risks geographically is an advantage 
Xo the branch banking system. It is true that the existence 
of the trade cycle implies times of universal good trade and 
times of universal bad trade. •Were the trade cycle the only 
cause of business losses, there would be little to choose 
between unit banks and branch banks — for all the branches 
of the latter would be losing at once. Even then the unit 
bank S3-stcm would, however, be at some disadvantage, 
for the capital goods’ industries suffer most in the depres- 
sion, and they may well be strongly localized — thus up- 
setting banks whose activities are confined to particular 
areas. But in addition to the trade cjtIc particular indus- 
tries arc subject to secular rises and declines (which are 
occasionally sharp) as a result of changes in Listes, changes 
in technique, &c. .In so far as declining industries are 
stronglj' localized, unit banks depending on those areas 
may incur severe losses and actual collapse may follow, 
whereas the losses incurred by branch banks in depressed 
areas may be offset by profits earned bv branches of the 
same banks m more prosperous areas. For example, the 
c epression of sections of American agriculuire 

even before 1929 was one of the causes of tlie hundreds 
and hundreds of small bank failures which seemed so in- 

prosperity of the United 
English branch 

cotton heavy losses in the Lancashire 

more Drn<;npr^ ’ ^ other business in 

were not of ^ ^ ^ countr}% their cotton losses 

wV‘t '>a„ks. 

fined to tEp dpo j had had unit banics con- 

Ssh banlS !'* ■' i"“„ccivable that the 

Adam Smith’s celebrafed dicmm -Th ,--' "" 

is limited by the extent of S of labour 

3 me, extent of the market.’ The markeffor 
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the services of a particular bank is not necessarily limited 
by national frontiers ; but there are substantial disadvan- 
tages once the frontier is crossed. Commercial law, busi- 
ness customs, and conditions vary so much from one 
country to another, as well as the monetary unit and the 
language being different, that banks generally confine 
their main operations to one countr}\ Where they have 
overseas business it is generally conducted by subsidiary 
companies having more or less independent managements. 
Within a country it is often suggested that market condi- 
tions are in fact so localized that unit banks are more useful 
’ than branch banks. It is said in particular that the local 
banker will have direct personal knowledge of the local 
business men, and will know which of them have and 
which have not the aptitude for business and the sound- 
ness of moral principles which are desirable in a borrower. 
The old English private banker, it was sometimes argued, 
knew all the family histories and would know therefore 
which young business men were worthy of assistance. 
Against this it may be suggested that the argument works 
in the opposite direction — family history is not an invari- 
ably good guide to credit-worthiness, and the individual 
banker may hav'c been too unwilling to refuse a loan to the 
incompetent or dishonest scion of a family with which his 
father and grandfather had been on intimate social terms. 
The English branch banks of to-day have perhaps learned 
to get the best of both worlds in this matter. They en- 
courage their employees to mix with the local clients on 
the golf course, and select and pay tliem accordingly. 
The local manager may then acquire personal knowledge, 
approaching that of the old individual banker, of his 
clients and their families. At the same time the remote- 
ness of Head Office and the local manager’s subjection 
thereto enables him, when he has to refuse a loan, to do 
so without the social awkwardness which might arise if he 
took sole responsibility for the decision. t^The local manager 
can always place his personal knowledge of a client at the 
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disposal of Head Office, and, if there is occasion to refuse 
a loan, he can always thrust the unpleasant onus on to that 
remote abstraction ‘Head Office’ without jeopardizing his 
social contacts with the client; 

The advantages are thus overwhelmingly in favour of 
the branch banking system, and the more primitive bank- 
ing systems of the world are therefore likely to develop 
in that direction. In the United States the normal course 
of development has been impeded by legal restriction, and 
any change of system there depends consequently on the 
possibility of a change in the law. In India, the most 
important other country where banking is predominantly 
in the hands of unit banks, there are special obstacles 
analogous to those which hinder the spread of banks 
beyond international frontiers, and we shall return in a 
later chapter to some discussion of this special case. Over 
the rest of the world development of banking systems 
appears to be bringing them more and more closely in 
Ime with the structure of commercial banking which exists 
in England and the Dominions. There is accordingly 
some justification for treating this structure as the general 
case, giving separate attention to the American system as 
something exceptional. 

II. The Bankers' Clearing House 

Among the functions of commercial banks enumerated 
above there was an item, the transfer of bank deposits 
from one person to another. If there is a system of branch 
banking the transfer of a deposit of Mr. A. in London to 
the accoimt of Mr. B. in the Oxford branch of the same 
bank is simple enough — ^the entire transaction is internal 
to the bank concerned. A system of unit but correspond- 
ing banks manages to achieve almost as great simplicity — 
provided, of course, that the banks in the two places are 
corresponding banks. But when the debtor and creditor — 
the drawer and the payee of the cheque— bank with un- 



THE BANKERS’ CLEARING HOUSE 27 

connected banks this simplicity disappears.^ \\Tien A, who 
banks with Barclays, writes a cheque in favour of B, who 
banks vith the Midland, how i^the deposit actually trans- 
ferred from one to the other? ) 

The connexion beUvem the' two banks is made^by the 
Bankers' Clearing Hotisc. The^Busihess of ‘clearing’ inter- 
bank indebtedness in’ London is distributed between 
various parts of the London Clearing House, which deal 
with Town (i.e. City financial district), Metropolitan, 
and Countr}' respectively. There are also Clearing Houses 
in the great industrial towns in the pro\dnces, dealing with 
local cheques, and less formal arrangements in every other 
large town. We may, however, confine our attention to 
the London Clearing House, and ignore its internal 
divisions^ 

Every day individuals all over the country' are sending 
cheques drawn on their accounts at one bank to people 
who bank with other banks. There will be a continual 
stream into each bank of cheques drawn on each of the 
other banks. These cheques constitute claims to deposits 
in these other banks, and the bank receiving the cheques 
is, therefore, becoming a creditor of each of the other 
banks. At the same time, each one of the other banks will 
have been receiving cheques, paid in by its own customers 
to be added to their accounts, drawm on the bank we have 
been considering. To the amount of these cheques, the 
first bank tvill be running into debt witli the other banks. 
They have claims against it to the amount of the cheques. 
All these cheques that have found their way into the 
wrong banks are collected twice a day and taken to tlie 
Clearing House. There Barclays Bank, for example, \\ill 
find itself in debt to each of the other banks as they present 

* My intention bcini: to give the genera! principle*: only. Details may 
be sought in Truptii, British Bantts and the Money Market. At the out- 
break of smt in 1939 the Clearing House was moved from London and 
some changes \\ ere made in its org.inisation. It is not yet certain how far 
these changes will be reversed as the Clearing House settles dow'n again 
in London. 
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cheques drawn on Barclays and paid over their counters; 
and Barclays will, on the other side of the account, be 
presenting each of the other banks with cheques drawn 
on them. The various amounts are added up and offset 
against each other. Barclays may then find that it has paid 
a million pounds more on Lloyds cheques than Lloyds 
has paid on Barclays cheques. They exchange cheques 
and Lloyds remains a milhon pounds in debt to Barclays. 
Suppose with all other banks both these banks find their 
debits and credits equal, then Lloyds settles the account 
by drawing a cheque on its own deposit in the books of 
the Bank of England. Actually each day’s transactions -will 
be rather more complicated than this; but the essential 
process is clear enough — inter-bank indebtedness arising 
from transfer of deposits from one person to another is 
offset as far as possible; and any remaining balances are 
covered by transfer of Bankers’ Deposits at the Bank of 
England. 

In our example the position after the particular clearing 
will be that Lloyds deposit liabilities to the public will 
have decreased by one million pounds (its customers 
having received a million pounds less from customers 
of other banks than they have paid to them), and on 
the assets side its ‘cash at the Bank of England’ will also 
have gone down by one million pounds. Barclays deposit 
liabilities to the public will have risen by one million 
pounds and so will Barclays ‘cash at the Bank of England’. 
The aggregate bank deposits in the country will not have 
been affected by the operation; nor will the aggregate of 
cash at the Bank of England’ (‘Bankers’ Deposits’ as they 
are generally called). The entire process is a transfer 
having no monetarj^ significance. The general run of 
banking busmess in the country vnll normally lead to 
these transfers being small and purely temporary; but if 
there ans^ a pronounced tendency for people to bank 
less with Lloy^ and more ivith the Midland, there will 
be a contmued decline in Lloyds deposit liabiUties and 
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equally in its cash rescn^e. The equal absolute fall in the 
two figures implies a fall in the ratio of cash to deposits in 
Lloyds Bank, and a pronounced movement of tliis kind 
would oblige the losing bank to curtail its general lending 
operations sooner or later. But of the significance of the 
cash ratio more anon. 


III. The General Control of Banks over Deposits 

We have seen in Chapter I that Bank Deposits are 
simply entries in the books of banks, saying that persons 
and corporations have such and such a claim against the 
banks. These promises are considered by the holders to 
be balances of general purchasing power. So long as 
people can be induced to accept these bank liabilities in 
exchange for assets which they surrender to the bank 
(including their own claim to money in the future) the 
banks can create deposits simply by acquiring more and 
more assets. The assets are then held as 'cover* for the 
bankers’ liabi Urie s to _the puWicl'TTHF'gehrefal nature of 
Tie "assets actualTy held by the banks in England and the 
United States is apparent in the following tables which 
arc taken from aggregated balance-sheets of almost all the 
commercial banks in the tw'o countries. 

.ANALYSIS OF LONDON CLEARING RANKS’ FIGURES 

jtme J^37 and ytrnc 
millions) 



Liabilities 

Assets 




m? ms 


J937 

ms 

Deposits on 

Current 

Cash in hand and at 



Accovint 

• 1.253 3.147 

Bank of England 

241 

494 

Deposits on 

Deposit 

Money at Call and 



Account 

, . 1,022 1,605 

Short Notice 

171 

193 



Bills discounted 

259 

135* 



Advances 

9<>3 

761 



Investments 

654 

t.127. 


* 'Fo which nhould be .<!ddcd £1,939 millions for Treasurj- Deposit 
Receipts (sec p. 32). • 
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FEDERAL RESERVE REPORTING MEMBER BANKS 

J5 July 1937 and 20 Feb. 1946 
($ tnillions) 

1937 194^ ^937 ^ 94 ^ 

Demand Deposits. 15,186 37,687 Loans (total) . 9,760 15,181 

Time Deposits . 5,235 9,662 Investments - 12,530 49,586 

Government Reserve ivith 

Deposits . . 547 16,387 Federal Reserve 

Bank . . 5,40° 10,004 

The absence of equality between assets and liabilities 
in the English table is due mainly to the exclusion of 
shareholders’ capital on the liabilities side and the item 
Bank Premises, &c., on the assets side. These items have 
also been excluded from the American table, which also 
excludes the large items of inter-bank indebtedness arising 
from the correspondent bank system. The items given 
are those variable items which are of great monetary signi- 
ficance. The division of deposits in both tables is due to 
the arrangements %vith customers about the liability of 
the banks to exchange deposits on demand. Deposits on 
Current Account in England and Demand Deposits in the 
United States are subject to transfer or casliing b}’^ cheque 
at sight. The Deposits on Deposit Account in England 
and Time Deposits in the United States are exchangeable 
nominally only after some notice has been given. For 
some purposes the two classes must be considered sepa- 
rately, and the distinction is discussed in some detail in 
Chapter X; but as customers can convert one class of 
deposits into the other without the banks taking any action 
-—bank action only affecting total deposits — it is permis- 
sible to take the total figures for this first approach to the 
problem of commercial bank operations.’' 

The item Government Deposits does not appear in the 
English table as the British Government’s balance is held 
by the Bank of England, which is excluded from the table. 

* This chapter must accordingly not be considered as exhaustive, even 
in an elementary way. All the conclusions are subject to modifications 
suggested m later chapters. 
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In comparing the assets sides of the two tables it is con- 
venient to think of the Cash in hand and at the Bank 
of England as equivalent to the American item Reserv^c 
with Federal Rescr\'e Bank. Strictly the Reserve with the 
Federal Rescr\'e Bank is paralleled by Cash at the Bank of 
England only, as the American banks have also to hold till- 
money (notes and coin) which is not included in the table. 
But the ‘cash ratio’ to which the American banker is bound 
by law to attend is the ratio of his deposit at the Federal 
Reserve Bank to his deposit liabilities to the public, while 
the cash ratio to which the English banks customarily 
attend is the ratio to deposits of their reser\'es at the Bank 
of England plus their till-money. As we shall see that 
these ‘cash ratios’ are of great significance, we can con- 
veniently take as comparable the English banks’ Cash in 
hand and at the Bank of England and the American banks’ 
Rcscr\'e with the Reserve Bank. Should we wish to com- 
pare the profitability of banking in the Uvo countries we 
should, of course, have to remember that the American 
item does not exhaust the list of non-earning assets; it 
would be necessary to take account of till-money. 

The item Loans (total) in the American table may be 
considered comparable to the total of the English items 
Money at Call, Bills discounted, and Advances. 

In comparing the two tables it vdll be noticed that in 
1937, and less so in 1946, the distribution of assets was 
quite different in the two countries. In England loans of 
various kinds formed a much larger proportion of the 
total than they do in America, whilst cash, for instance, 
was much lower. To some extent this difference is due 
to the quite extraordinary circumstances of American 
monetary affairs during the nineteen-thirties, and is by 
no means typical. But a comparison in any year would still 
reveal marked differences; and the same would be true if 
we were comparing, say, Australian and Canadian figures. 
The distribution of banking assets varies greatly from 
countr}' to countr}% according to the stnicturc — or 
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absence— of tlie money-market, the wealth of the business 
classes, and the general commercial and industrial struc- 
ture of the countrj't] Arguments given in terms of English 
banking methods can be applied to other s}'stcms only 
when appropriate modifications of the argument have been 
made. We shall return in Chapter IX to certain outstand- 
ing problems of the distribution of banking assets. 

In the English table, Cash in hand means Bank- o( 
England notes and coin in the tills and vaults of the 
commercial banks. Cash at the Bank of England^mcms 
a book entrj', a deposit in the Bank of England in favour 
of the bank. It should be noticed that the combined cash 
item therefore consists, apart from tlic unimportant part 
which is coin, of liabilities of the Bank of England, The 
cash reserve thus consists fundamentally of central bank 
I O U’s. In the American table the same fact is obvious. 
Money at call and at Short Notice means loans to certain' 
firms in tlic City, loans which arc repayable cither on 
demand or at a week or rtvo’s notice. The banks have in 
the past given deposits to these firms in exchange for their 
promises to repay at call or short notice. The firms wll 
have paid away the greater part at least of the deposits to 
other people; if they are called upon to repay they must 
in some way or other obtain command of deposits which 
now stand in other people’s names. Bills disc ounted 7\xt 
virtually I O U’s (or post-dated cheques) which the banks 
have bought. The banks hold these pieces of paper, hardng 
given for them deposits. At the due date (i.c. at the 
mamrity of the bills) the drawers of the bills are under 
obligation to provide bank deposits to the face value of the 
buls. vThe bill of exchange is therefore a particular type 
of promise to pay, and the item Bills Discounted repre- 
sents loans to people who have drawn the bills. A large 
part of this total represents Trenmo’ Bills. Since 1941 
there has been a closely related item,” Treastiry Deposit 
Receipts, representing direct loans to , the Government, 
repayable after sLx months, but rediscountable at any time 
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at the Bank of England. Advan ces a re the .better-known 
loans — frequently in EnglanS^on the overdraft system — 
to industrialists, professional men, and so fort^- The 
banks allow tlie business men to pay deposits to otlier 
people on the understanding that they wll, at the end of 
three months or so, obtain deposits for repaying tlie banlc 
if called upon to do so. /; 2 t'«/;m;/^,are.long-term~sccuri-~ 
ties, especially British Government and other Empire 
government securities. When a bank buys a imo govern- 
ment security it places at the disposal of the government 
a bank deposit. When it buys an old se curity through .the 
Stock Exchange it places a deposit at the disposal of the 
person who has sold the security.’ 

All these assets cxcep^ cash bring some income to the 
bankT TTIiiEpa^^ asscts’7*~Acc6rdmglyThe com- 

mcricar'bank, aiming at"maxfmizing its profits, has an 
incentive to add and add and add to its earning assets. 
But adding to earning — or indeed any — assets has the 
effect of increasing the aggregate of bank deposits — i.e. 
increasing the supply of money. What factors check the 
banks in their increasing assets ii^ order to increase their, 
income? With one e.xccption the factors can be sum-‘ 
marized in the phrase the desire for liquidity f The most ' 
liquid a.sset is ‘cash’ and, in the English system, Money at 
Call and Short Notice and Bills Discounted arc almost as 
good, since they can always be shifted to the Bank of; 
England in exchange for deposits there (i.e. cash). The 

* Ai this is Kometimes a point of difficultj’ it mny be as well to sum- 
innriac the proceeding. Lloyds buys a bond through the Stock Exchange 
paying, say, Zi,eoo for it with .n cheque on its balance at the Bank of 
England. Mr. A has sold the bond and directly or indirectly receives the 
cheque for jCt.ooo, and pays it into his account at Barclays. Barclays 
Total Deposits go up by £2,000, and when they present the Lloyds 
chetpse to the Bank of England, through the Clearing House, Barclays 
ca’ h goes up by £1,000, Lloyds going down by the same amount- Lloyds 
Invcstmatts have gone up by the amount their cash has gone down, llicir 
deposits arc unch.angcd, and BarclasTi arc up by £2,000, If Mr. A banks 
with Lloyds then there is no redistribution of cash; but Lloyds Invest- 
ments and Lloyds deposits both go up by £2,000. 
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other assets — Investments and Advances — are icnardcd 
as less liquid, tlie Advances bdnq the least liquid of all, 
because it is so diflicult to shift mere promises to pay on 
to anv other bank. An indiddu.d bank never wishes to 
drive a borrotsing industrialist into the arms of one of its 
competitors, nor will the Bank of England relieve a com- 
mercial bank of such assets. 

The standards of liquidity that are in fact maintained 
in a more or less e,\3ct way by tlie English banlis have no 
legal sanction, nor arc they leased on n long tradition. But 
thev have acquired such a vogue that the- commercial 
banks can generally be expected to rcgul.ue their business 
along the determinate line.s set by the customary liquidity 
stancLards. In general,' these standards arc two: (r) the 
cash ratio should be about 9 per cent, of deposits; and {2) 
the ‘liquid a.sscts’ (casli, Money at Call and Short Notice, 
and Bills of Exchange) .should be altogether about 30 per 
cent, of the total deposits. Of these two minima, the 
former is tlie more rigid ; and it is perhaps more realistic 
to say that thebankssecktomaint.ainaqperccnt. cash ratio 
presided that the total liquid assets arc not far from 
30 per cent, of total deposits. If total liquid as.scts fall 
much below 30 per cent., then the cash ratio is allowed to 
rise somewhat above 9 per cent. If total liquid assct.s risCj 
much above 30 per cent., then the cash ratio may he allowed i 
to fall .slightly below the customary 9 per cent. The second ’ 
rule being a slightlv indefinite modification of the first, we j 
may for a moment ignore the second, qualifjing our argu- * 
ment afterwards to allow for the influence of the second » 


' The follow ing sentences refer to tlie prc-1040 position. The extra- 
ordinary circumst.anccy of vrar-timc finance, with the pmt infiition of 
deposits and the appearance of Treisuii Deposit Receipt, a. a larj-e item 
4^'’ l!a\c_!cd to a Rrcat chance in the second, or ‘liquid 
(includmc Treasury Deposit Receipt.) 
for K “ n° wnd-'-ons are still too fluid 

mainc 1 ^ '.^^'^.-ird'. The cash ratio rule ha. re- 

,”£rc“, ' 
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liquidity rule. We shall also for the time being ignore the 
non-liquidit)f consideration — ^the banks’ view of the exis- 
tence of any unacquired profitable banking assets — ^which 
may at times modify their action in regulating the volume 
of deposits. 

Given, then, an intention on the part of the commercial 
banks to maintain a stable ^sh ratio, howjs the volume of 
banl^depqsits^regulatcd? £-^s the banks, in their desire to 
add to their incomes, add to their earning assets, certain 
quantities besides the earning assets change. Total de- 
posits increase, while the absolute cash reser\'e remains 
unchanged: the cash ratio therefore falls as the volume of 
deposits rises.J)This tendency is apt to be reinforced by 
tJie fact that as total deposits increase, prices and the total 
volume of transactions may sooner or later increase, 
causing an increase in the public’s demand for notes, &c., 
in circulation. The public draws notes out of the banks, 
who find their absolute cash reserves falling while the to^ 
volume of deposits has increased. \J]he cash ratio is thus^ 
subject to decline on two account’s — ^tlie increase in de-l^ 
posits and tlie drain of cash into circulation. Given the^i 
absolute size of the cash reserves in the hands of tlie 
commercial banks, there is a maximum appropriate total 
of deposits that leaves the banks with the conventional 
ratio of cash to deposits. If the ratio is 9 per cent, and 
the cash-resen’cs arc £go millions, the banks can maintain 
deposits at £1,000 millions. If, with cash reserves of 
£()0 millions, the aggregate deposits are below £1,000 
millions, the banks can afford (and will be induced by the 
prospect of bigger incomes) to acquire more earning 
assets, raising the value of deposits from £900 millions 
to £1,000 millions. Suppose, on the other hand, that cash 
is £81 millions wiien deposits are £1,000 millions, the 
banks in pursuit of their liquidity standards will sell some 
earning assets. Though each bank individually is striving 
for more cash to support the deposit structure, the com- 
mercial banks taken together cannot add to their cash, and 
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This dependence of the central bank’s power over the 
commercial banks on the latters’ maintenance of a stable 
cash ratio is absolutely fundamental. Were the banks pre- 
pared to vary their cash ratios indefinitely any form of con- 
trol of ordinary' commercial banks by central banks would 
be impossible,/ It is important, therefore, to examine the 
ways in which'^the commercial banks may be induced 
to alter their cash ratios. 

First it is necessary to refer to a peculiar system know'n , 
as ‘window- dressing’ which allows the English commercial ' 
banks to vaiy'' their true cash ratio without departing from 
the published cash ratio which is considered proper. The 
‘Monthly Statements’ of the Clearing Banks are made up 
in different wa3's for different banks. It is generally be- 
lieved by outsiders that the Monthly Statement published 
by the Midland Bank gives a true average of the daily 
balance-sheet, or at any rate something which veiy' closely 
approaches this. But some at least of the other banks give 
an average of the position on each of the four Tuesdays, 
or four Wednesdays or four Thursdays, &c., of the month ; 
and by making the day for balance-sheet purposes, say, 
Tuesday' and raising the cash ratio on Tuesdays above its 
level on other days, a bank can give' in its Monthly State- 
ment a misleading picture of its position. 

\I How am an individual bank raise its cash ratio on one; 
utiy in ever}' week? By the customary arrangement for 
settling Clearing House balances by transferring ‘Cash at' 
the Bank of England’ from the name of one bank to that 
of another, an individual bank can raise its aish ratio by 
arranging its business in such a way that other banks are 
in debt to it at the Clearing House on that day)v It can >' 
secure these balances due at the Clearing House l)y shift- > 
ing assets on to the other banks. The assets are the claims 
which fall under the heading ‘Money at Call and Short 
Notice*. It has lent funds, repa}*able on demand or at 
very short notice, to firms operating in the money-market. 
They are called upon by Bank A to repay' their loans on 
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Tuesday mornings. Somehow or other they must secure 
bank deposits with which to pay off Bank A. They do it 
by borrowing from Banks B, C, and D. Banks B, C, and D 
allow their Money at Call to rise while that of A falls. The 
use by the borrowers of the newly borrowed claims against 
Banks B, C, and D to pay off the claims of Bank A means 
that Banks B, C, and D will find that the Clearing House 
transactions show balances against them, while Bank A 
finds itself Mth a ‘favourable’ Clearing House balance. 
Banks B, C, and D therefore have to draw cheques in 
favour of Bank A on their balances wth the Bank of 
England. The ‘cash reser\'es’ of Banks B, C, and D have 
gone down as their Money at Call has gone up, and in 
Bank A the cash rcscn'c has gone up while IMoney at Call 
has gone dowm. Bank A has in fact swapped mth the other 
banks an asset hloncy at Call for an asset Cash at the Bank 
of England. Nothing has happened to change the dis- 
tribution of deposit liabilities to the public. The ratio of 
cash to deposits — the ‘cash ratio’ — ^will have fallen in 
Banks B, C, and D and risen in Bank A. 

To understand why Banks B, C, and D should be will- 
ing in this way to take over some of Bank A’s assets, 
allowing their cash ratio to fall, it is necessary' to go on to 
examine the events of the follo\ring day. Just as Tuesday 
is Bank A’s ‘making-up day’ (the day for drawing up the 
weekly balance-sheet, the published Monthly Statement 
being an average of the four or five w eekly balance-sheets), 
so Wednesday’ is Bank B’s making-up day’. On Wednesday’ 
Banks C and D remain in the same position as on Tuesday ; 
but Bank B will be calling in short loans, and the discount 
houses will be enabled to pay them off by the willingness 
0 Bank A to relend all that it had called in the day before. 
On ^^ednesday morning there is in fact a transfer from 
l3 to A of claims against the borrowing discount houses — 
Money at Call and Short Notice’— and a transfer from 
A to B of cash at the Bank of England. The transfer of 
cash IS effected when, as a result of the discount houses 
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paying into Bank B cheques on Bank A, Bank B has a 
favourable, and Bank A an adverse, balance at the Clearing 
House, 

In the same way Thursday may be Bank C’s making- 
up day, and the cash passes on to Bank C while Bank B’s 
Money at Call, &c., rises again to its usual figure. And 
so on. The same cash in fact does duty in the weeldy 
balance-sheets of all four banks, their making-up on 
different days enabling them to pass it round one to 
another. 

The Macmillan Committee’s description of the practice 
of window-dressing- may serve as a summary of the pre- 
ceding paragraphs^i ‘The monthly figures published by 
the clearing banks are not true daily averages but are 
averages of one selected da}^ in each tveek of the montli. 
It seems that, in order to present a better appearance, | 
most of the banks concerned are at pains to manipulate 
their balances with the Bank of England on the selected 
day of the week so that they stand at a higher figure than 
usual. Moreover, each of the four biggest institutions 
pursuing these practices selects a different day of the week 
for the purpose, calling in loans from the money-market 
on its own selected day, but returning them ne.vt morning 
in time for the next big bank to call them for its making-up 
da3% Thus a certain part of the published reserves of the 
clearing banks in the shape of deposits with the Bank of 
England is like a stage army, the same liquid resources 
doing duty four times over in the course of each week.^J 

Th{j„caslx. ratio shown by the Monthly Statement^ is 
therefore a fictitious T^idT'^VefTfffe^ambuhfdf window- 
dressing cohkanf'its e.xistence would be of little signi- 
ficance and we should not have devoted so much attention 
to it. But a comparison of certain figures published in the 
Bank of England’s Statistical Summary^ with the hlonthl}' 

‘ Ktpoti of the CooiMittee on Finance and Industry (Cind. 3S97 of 1931), 
p. 156. The window-dressing for the half-yearly balance-sheets is not 
of iuth importance. 



40 COMMERCIAL BANKING 

Statements of the clearing banks lias shown tliat the 
amount of window-dressing is subject to significant 
changes.' During the period 1925-35 the banks appar- 
ently increased the amount of window-dressing when their 
cash ratios were falling and reduced the amount of window- 
dressing when their cash ratios were rising. The practice 
of window-dressing was thus used to conceal the extent 
of the variations in the true cash ratio. The published 
cash ratio varied from about 10 per cent, to just under 
12 per cent., but the true cash ratio varied by an appre- 
ciably wider margin. The banks did not on the whole 
varjf the cash ratio in this concealed way in order to var}' 
appreciably the amount of earning assets and deposit 
liabilities. Rather thej' allowed these largely concealed 
variations in true cash ratio to occur when the supply 
of c^h varied. This practice of window-dressing io a 
"imrying extent might be a source of difficulty to the central 
bank if, when it deliberately reduced or increased the cask 
basis, the only response of the commercial banks was a 
change m the amount of window-dressing. Experience 
unng the nineteen-thirties suggested, however, that the 
conunercial banks would respond eventually by reducing 
deposits the variation in window-dressing being re- 
sponsible only for a time-lag beUveen the action of the 
central bank and the change in the lending policies of the 
commercial banks.^. 

We pass now to the working of the second liquidity it^ 

St.' Goodwin, oi 

B.Litt. degree includes snm thesis submitted for tlic 

It has W renresented^^^ '"ost .ntemsting analj-ses of these statistics, 
illusory features of the wcekIWtT conclusions arc partly due to 

persistently misrepresent the^situationTfTH f 

bank policy of publishing ilhisnrr, ^ocredible. A central 

completely unjustifiable. ^ wthout any comment appears 

have increased the degree of window' dres^”"^ " practise it 

1946 as compared with pre-t939. substantially m 1945 and 
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of the English commercial banks. We have seen how an 
individual bank can easily add to its cash reserves by 
transferring earning assets to other banks, and how the 
Money at Call and at Short Notice and the Bills Dis- 
counted arc generally regarded as those most easily shift- 
able — apd therefore as the most ‘liquid’ of the earning 
assets.' Qrhc second liquidity rule is that the liquid earnTi 
ing assets, together with the cash, should normally equal 
about 30 per cent, of deposits, a marked rise above 30 per 
cent, being held to justify some shortage of cash below 
9 per cent., and a marked fall below 30 per cent, being 
held to necessitate a rise in the cash ratio above 9 per cen^l 
The commercial banks are not able to choose the amount ' 
of cash they hold, so that the subjection of their total 
assets and therefore their total deposits to a cash ratio 
rule is easy to understand. But earning assets, it might 
be supposed, being under the direct control of the com- 
mercial banks themselves, the 21 per cent, of liquid assets 
could be obtained to suit whatever total resources the 
^banks thought appropriate to their given cash reserves.' 
/The significance of the second liquidity rule, its influence' 
\)ver the total volume of deposits, depends on the varying; 
availability of the earning liquid assets — ^Money at Call- 
and Bills Discounted. *^For good reasons banks are un- 
willing to alter appreciably their canons of security, and 
a great change in the supply of bills of exchange relatively ? 
to bank cash and to the supply of other attractive earning 
assets may upset the banks’ distribution of assetsi^Sup- 
posc tlie supply of bills to be very restricted. Then there , 
will be little outlet for Money at Call and Short Notice 
(since such funds arc lent largely on the security of bills) 
and the banks will have difficulty in maintaining the item 
Bills Discounted. The earning liquid assets may then fall 

* M<y!t of the IiTVcsstocnts, being rc-idily saleable through the Stock 
Exchange, .arc liquid in this sense of being readily transferable ; but, unlike 
tlie two assets tnentioned above, long-term securities may be transferable 
0,'tfy nf appredahk mpital htt — which banks cannot afford to incur. On 
tfsc meaning of liquidity sec further rcmarlcs in Chapter IX. 
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markedly below 21 per cent., and the banks, in accordance 
with their second liquidity rule, will prefer to allow the 
cash ratio to ri'^e rather than e>;pand the 'non-liquid' 
earning assets any more. A fairly clear instance of thi.s 
occurred in 1933-4. when a shortage of bills was accom- 
panied by a rise in the cash nttio, so that the volume of 
deposits declined despite the maintenance of banlc cash.' 

The opposite might occur if the supply of bills were 
unusually great relati\'ely to bank cash and the availability 
of other attractive outlets for bank funds. In this case 
banks would take up an unusual amount of hills and lend 
more Money at Call and Short Notice to dealers holding 
bills on their own account. They \\ould be prepared to 
do this even to the extent of creating deposits out of the 
usual proportion to their c;ish reserves, the cash ratio 
being allowed to run down tthile total liqtiid assets rose 
above the normal 30 per cent. 

The only other consideration likely to influence the 
relation between the cash basis and tiie total volume of 
deposits, in the English system, is the availability of 
attractive earning assets generally.' If, for example, the 
supply of bills and the demand for bank Advances are both 
limited by the state of trade or by other factors not subject 
to any direct control by the banks, and the banks are un- 
willing to lower their canons of security, an c.\pansion in 
the cash basis can only be reflected in the volume of 
deposits if the banks arc prepared to expand their Invest- 
ments. Under any but the most extraordinary circum- 
stances they arc not likely to hesitate about adding small 
amounts to their Investments. But if the cash expansion 

This liquidity rule is likely to influence the \alurne of depasits less 
sha^Iy \thcre the banl.s do not compete so imperfectly with each other 
as t ic\ o in England. influence of senii-monopolistic banks o\cr 
rates in .n money-market, in which each of them is so important, leads to 
a relatively sh:^ declme in tlieir holdings of liquid caminR assets when 
the supply available is unusually restricted. Had the ba.nks in 1934 been 
more careless of their influence on money-market rates, they could have 
secured somewhat more of liquid earning assets tlian they did. 
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is large and the banks fear that the prices of gilt-edged 
securities may fall before long, they will, being profit- 
seeking institutions, be unwilling to' enlarge tlieir sUike in 
a risky market. It will pay them to hold an unnecessary 
amount of the non-earning asset cash rather than acquire 
‘earning’ assets the yield of which may w'ell be lost two 
or three times over by a fall in the capita! value of the 
securities bought. On the other hand, if those very profit- 
able assets ‘Advances’ can be e.Ktended greatly, thanks to 
expanding trade, the banks may in the interests of profits 
be prepared to expand their earning assets while cash has 
not expanded at all — thus lowering the cash ratio. This 
course is especially likely to be followed if the banks can, 
by window-dressing, conceal part or all of the fiill in their 
cash ratios. There is some evidence for the view that this 
was occurring in England between 1925 and 1929.* Varia- 
tions in the availability of attractive earning assets have 
certainly been responsible for great changes in the cash 
ratios of American commercial banks in recent years,^ 

In America attention has been given to this possible 
check to commercial bank credit expansion from another 
aspect. In taking up more earning assets a bank is in- 
creasing the risks borne by its depositors, risks against 
which the share capital of the bank provides a cushion 
protecting depositors, A cautious bank may therefore 
pay some regard to the proportion its total earning assets 
(and therefore indirectly its liabilities) bear to its capital. 
It will be the more regardful of this point the more 
sceptical it is of the future value of assets available to it. 
Expansion of cash will not necessarily lead to tenfold 
expansion of earning assets if tlie proportion of deposits 
to capita! is already high. But banking literature of the 
last hundred years suggests that bankers’ ideas on this 
matter are apt to be very clastic, and this check to credit 
c.xpansion is probably generally of slight account. But in 

* "nie cA’idence is gis cn in Use thesis of Mr. Goodwin mentioned above, 

^ Further discussion appears in Chapter IN. 
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America in the nineteen-thirties it was given point by the 
attitude of the Federal Deposit Insurance Corporation, 
which stated in its report for 193^ ^hat it had adopted the 
principle ‘in admitting banks to insurance and in rebuild- 
ing capital structures of banks, that no bank should be 
operated without a net sound capital equal to at least 10 
per cent, of its deposits’.' 

In the United States and in many other countries the 
cash ratio is subject to legal regulation, in that the com- 
mercial banks (or most of them) are obliged to maintain 
with the central bank deposits bearing a prescribed pro- 
portion to their owm deposit liabilities to tlie public. As 
in such countries the law directs attention to the cash at 
the central bank only the commercial banks are likely, in 
general, to be influenced by these cash reserves only and 
not, as in English conditions, by their total cash reserves. 
Their deposits are likely to be dependent on their cash at 
the central bank in the same way as the English bank 
deposits are dependent on the banks’ total cash reserves, 
both being subject to the qualifications of the preceding 
paragraphs. 

In the United States the legal cash ratios are rather 
complicated. The present position is that all member 
banks must hold with the Federal Reser\"e Banks reser\'es 
equal to 5 per cent, of their Time Deposit liabilities to 
the public, and 12, lyi, or 20 per cent, of their Demand 
Deposit liabilities to the public. The 20 per cent, ratio 
for the latter class of Deposits applies to banks in New 
\ork City and Chicago, the 17J per cent, ratio to banks in 
certain other so-called reserv'e cities, and the 12 per cent, 
to all other banks. This classification of cities was histori- 
cally based on the structure of tire correspondent bank 
tystem. The contrast in ratios to be held against Demand 
Deposite and against Time Deposits respectively has been 
repeated m some but not all of the other countries w'hich 

' This paragraph Is based on a passage in L. D. Edie, Easy Money, 
PP- 9S~roo. ' •' 
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have followed the American system of Imposing legal 
restriction. In England no such contrast is recognized, 
the customar}' 9 per cent, applying as a flat ratio to all 
deposits. The distinction for resert-^e purposes between 
Demand and Time Deposits exists because these rules 
were originally applied in order to protect the public 
against banking illiquidity. It is obviously desirable, if 
the ratios arc to be governed by possible public demands, 
to hold a higher cash reserve against deposits payable on 
demand than against those pa)^able only after a month’s 
notice. But the tendency now'adays is to regulate cash 
rati os ndtTirtlTg'Tntcrcstsr o fd5?nfl<ing ~Hqui^ 
interests of central bank control over aggreg^e bjink 
deposits. rFor this'pUrpo's'e'a simple flat "ratib'Is^rol 3 ably 
advantageous and, as we shall sec below, a contrast bc- 
tw'cen the Time and Demand Deposits’ ratios may be 
actually a source of difficulty for the central bank. 

Subject, then, to the secondary considerations of the 
distribution of assets, &c., the commercial banks, in 
striving after the maximum profit consistent with safety 
and obscn'ancc of law and custom, may be expected to 
regulate their operations mainly by the size of their cash 
rcscn'cs. The size of those cash rcsen'cs w^e shall find to 
be under the control of the central bank, and to the field 
of central banking we must proceed after a chapter on the 
Discount Market. Later we shall revert, in Chapters IX 
and X, to some further problems of commercial banking. 

NOTE 

Since thi'; edition prepared, the London Clc-aring Banta have 
nfT.'Tfd with the Bank of Enphind that they will aim at a true average 
cash ratio of S per cent, and the balance sheets published during 1947 
have .shown close approximation to this figure. 7 'hc amount of 'csish* 
to be provhicd by the Bank of England is therefore now (o) 8 per cent, 
of the desired level of commercial bank deposits plus (b) the related 
amount of cash rcqtiircd in circulation. TTc ridiailous practice of 
window -dressim; has gone, it must be hoped, for ever. The analj-sis in 
PP- 37 ~*to i’’ accordingly now of historical jntcrc,st only. For other 
n-a'ons, the discussion, in pp. 40-5, of ‘the second liquidity rule’ ha.s 
also lost its force siticc the recent war. 



CHAFfER III 

THE DISCOUNT IMARKET 
I. The Bill of Exchange 

A CHEQUE of the ordinary kind is technically a Bill of 
Exchange payable at sight ; but the layman can most readily 
grasp the nature of the Bill of Exchange if he considers it 
as a post-dated cheque. If I incur a debt to John Brown 
but am unable to pay on the spot, he may be willing to ac- 
cept a post-dated cheque. This is in effect what happens 
when a creditor, accepting a cheque, promises not to 
present it at the bank for a few dat's. Then John Brown 
has a claim against my bank on my account and receives 
payment on the due date. If he should want the money 
earlier he must find someone who will take the cheque 
(after he has himself endorsed it) to hold until the due date, 
and the man who provides the money may deduct a small 
amount to compensate him for waiting till the due date. 

When our post-dated cheque is called a Bill of Exchange 
the due date is called ‘maturity’. The process of handing 
round the endorsed bill in exchange for ready moheyl 
before maturity is called ‘discounting the bill of exchange’.^ 
The margin bet^veen the ready money paid and the face 
value of the bill (which is the amount payable by the 
debtor at maturity) is called the ‘discount’, and is calcu- 
lated at a rate per cent, per annum on the maturity value. 

Suppose that Thomas Debtor buj's goods from John 
Creditor. Creditor wants his money now, but Debtor 
wants to postpone payment until he has resold the goods. 
They may agree to settle the transaction by Creditor 
drawing a three months’ bill’ on Debtor.’ The form vdW 
be something of this kind: 


To Thomas Debtor, London, 27th July 1937- 

CreditororOrder,thesum 
of One Thousand Pounds for Value received. 

Signed; John Creditor, 
ctua y ills in the London market vary in currency from one to six 
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Then Creditor is the Drawer of the bill and Debtor is 
the Drawee of the bill. Creditor sends the bill to Debtor 
who acknowledges his responsibility for payment of the 
thousand pounds at maturity by writing on the bill his 
‘Acceptance’. When the bill has been ‘accepted* Debtor 
has for the time being closed the transaction. He simply 
has to be ready to pay a thousand pounds to any one who 
happens to owri the bill three months hence. 

As Creditor prefers immediate cash to a thousand 
pounds in three months’ time, he takes the accepted bill 
to someone who has money to lend on such security. But 
Creditor docs not borrozo on security of the bill. He sells 
the bill-parts with all his interest in it — outright. 
Creditor has to endorse the bill to show that he has parted 
with his claim. His endorsement incidentally renders him 
liable to meet the bill at maturity should Debtor fail to do 
so. When Creditor sells the bill the financier who takes 
it from him pays not £1,000 but, say, £^go. The 
difference represents the interest on ^^990 for the tlwec 
months which must elapse before maturity — the rate of 
discount would then be quoted as 4 per cent.* The 
financier has in fact exchanged ^990 now for £1,000 (due 
from Debtor) three months hence, the £10 is his price for 
doing so, and the bill is legal c\'idcncc of his claim to the 
£i,oqo. 

The bill is a convenient instmment because, like a share 
in a company or a government bond, it can change owner- 
ship conveniently during its currenc)'. If the financier who 
took tiic bill from Creditor decided, after, say, a month. 
Unit he needed cash he could raise cash by rediscouniing 
the bill. The bill would now represent a claim to £1,000 
tu'O months hence, and the spot cash price for it'would (if 

montli*;; but throughout the foUow-Jng paRcs the three months’ biU has 
been toLcn as typical ; the ssist majonty of London bills are three months’ 
hiUs. 

• The arithmetician vsili notice here the difference beuvecn ‘true dis- 
count* and 'commcrdsl discount’ — the rate of the latter bcinpr calculated 
on the sttm payrhle nt mattirity. 
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the relevant interest rate is again 4 per cent ) have risen to 

/qq 3 6y M. He would have to endorse the bill and would 

be responsible for meeting it at maturity should the other 
names on it fail. But, supposing all goes well, the trans- 
action has closed as far as he is concerned and he h^ 
secured interest at 4 per cent, per annum for one month’s 
loan of £990. 

II. The Structure of the Discount Market^ 

The trade bill described above is a device for securing 
in a convenient form, and tvith clearly understood legal 
safeguards, the financing of a transaction in goods which 
takes some time to complete. The importation of cotton 
and wheat into England are important transactions of this 
kind and they are financed largely by the discounting of 
bills. Neither exporter nor importer has to go wdthout 
his money while the goods are in transit, the money for 
the exporter being in fact provided by the discount market, 
until the importer has had time to resell the goods. If, as 
will generally be the case, neither the exporter nor the 
importer is a man whose name is recognized in the dis- 
count market as a credit-worthy name it may be difficult 
to secure money for the bill unless some firm of repute can 
be induced to guarantee the bill. It is worth paying some 
commission to secure a good name on the bill as the ease 
of discounting is much increased, and the appropriate rate 
of discount is lower. ’The specialist firms called tlie 
Accepting Houses make it their business to provide th^e 
guarantees for a commission. They maintain agencies in 
important trading centres abroad and make it their busi- 
ness to know the credit standing of various traders. 
Having ascertained that an American importer is credit- 
worthy the Accepting House is willing to open an Accep- 
tance Credit for him. The size of the acceptance credit will 

* For a detailed description of the London Discount Market see 
Tj^ptil, British Barths and the Ufoney HlarheL There is an excellent 
History of the London Discount Market by W. T. C. King. 
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depend on the size of the importer’s transactions and the 
Accepting Ho\ise’s estimate of his ultimate resources. 
Suppose the credit to amount to £ 20 , 000 . Then the 
American importer buys goods in England from an 
English merchant, the latter agreeing to take as payment 
a three months’ bill for ^15,000. The price of the goods 
may be called £ 1 ^, 000 , but it is imderstood that three 
months’ credit is given. Then the English merchant is 
advised by the American that the latter has a credit with 
such and such an Accepting House. The English 
merchant then draws a bill, not on the American importer 
but on the Accepting House. The Accepting House has 
made itself liable to meet bills on the American’s account 
up to the ^20,000 limit. The bill is then sent to the 
Accepting House in London, which acknowledges its 
obligation by ‘accepting’ it. Tiie bill can then be dis- 
counted readily by the English merchant (or his agent). 
It has a first-class British name on it and will be dis- 
counted at one of the lowest rates in the market. The 
Accepting House has its owm arrangements with the 
American importer, whereby the latter promises to meet 
the debts which he incurs. The bill itself is payable on 
maturity by the Accepting House. For the use of its name 
in this way the Accepting House charges a commission, 
and its receipts from commissions enable it to maintain 
in various commercial centres tlie credit intelligence 
service which is essential to tlie avoidance of bad debts. 
' The Accepting House must be recognized in London as 
having ample resources of its own for meeting all the 
obligations it incurs — otherwise its name on a bill would 
have no value and there would be no advantage in drawing 
.bills on the Accepting House, 

Sometimes the arrangement behveen the debtor who 
has to pay ultimately and the Accepting House is made 
indirectly through the debtor’s bank. If the debtor is, 
say, an Argentine importer, he can induce lus own bank 
in the Argentine to secure an acceptance credit for him in 
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London, enabling him to tell his creditor to draw the 
bill on a great London Accepting House. The Argentine 
bank makes itself responsible for the debt to the Accept- 
ing House and makes its own arrangement with the final 
debtor, the Argentine importer. An acceptance credit of 
this t3'pe is called a ‘Reimbursement Credit*. The Accept- 
ing Houses and banks grant these reimbursement credits 
at particularly low rates (frequently I per cent.) as all they 
have to do is to satisfy themselves about the soundness of 
the Argentine bank — a verj^ much simpler matter than look- 
ing into the credit-worthiness of an individual Argentine 
importer. The Argentine bank will itself naturally make 
some charge to the Argentine importer ; but the division of 
labour in seeking credit information, between the London 
Accepting House and the Argentine bank, may well lead 
to some reduction in the total cost. 

The great London Accepting Houses are able to com- 
bine these functions with a number of other financial 
transactions of one kind and another — the raising in 
London of long-term loans for foreign governments, for 
example. Frequently they are referred to as the ‘Merchant 
Bankers’. Some of their names are among the best-known 
financial names in the whole world — ^Barings, Rothschilds, 
Kleinworts, Erlangers, Lazards, &c. The great joint- 
stock banks also have an extensive Acceptance business, 
which can be worked in easily with their ordinary banking 
business in the great commercial centres. 

Once it has been accepted the bill is readj"^ for discount- 
ing in the London discount market. The discount market 
consists of a number of firms which can be divided into 
three classes the great discount companies (three joint- 
stock companies), the bill-brokers, and the running- 
brokers. The last, the ‘running-brokers’, are pure agents 
doing no^ discounting on their own account. They act for 
commission’ bringing together buyers and sellers of bills 
and borrowers and lenders of money. The actual dis- 
counting of the bill will be done by a discount house — 
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either a discount company or a bill-broker. These Uvo 
types of firm do not differ fundamentally in their business. 
Both borrow money from the banks and other institutions 
with money to lend on short-term and use that money to 
buy and hold bills of exchange. They differ in that the 
discount companies obtain some of tlieir funds by accept- 
ing, on ordinary bank deposit lines, funds from the public. 
Tliey pay on these deposits a rate of interest slightly higher 
than that offered by the London banks, but they do not 
offer the same facilities and they compete in fact only for 
large deposits. The bill-brokers depend entirely on what 
they can borrow from various banks. Discount com- 
panics and bill-brokers are alike in using some capital of 
their own, but the discount companies have bigger 
capital relatively to their total transactions. Discount com- 
panies and bill-brokers alike were inclined during the lean 
nincteen-tliirties to venture outside the business of dis- 
counting bills in order to add to their meagre profits. 

The money which the creditor wants in exchange for 
his bill is thus provided by a discount house which has, 
on the whole, found it by borrowing from a bank. The 
bank has put a bank deposit (a claim against itself) at the 
disposal of the bill-broker, and the bill-broker puts it at 
the disposal of the firm which has brought tlae bill along. 
These loans from the banks to the discount market arc the 
most important part* of the Money at Call and at Short 
Notice which appears in the banks’ balance-sheets. We 
can now sec how the bill-brokers and discount companies 
manage to live. They borrow from the banks at call and 
sliort notice at very' low rates of interest in order to dis- 
count bills at rates which arc in general rather higher. 
When a bill-broker takes up a three months’ bill he does 
not secure the necessary money by borrowing for a term 
of three months. He finances lus holding of the bill by 

* Tlicre arc jonretimes j'ncludcd substantia! loans to atstomers for 
Ftrsfi. Each mjr*' purpows; but our Jcnotvlcclgc of the hanhs’ dassific.ation 
of a's'irt'; J--S still limited, 
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borromng from day to day, from week to week, and from 
fortnight to fortnight. The trouble of getting loans re- 
newed, the risks of not having them renewed, and so forth, 
are compensated by the low rate of interest at which the 
banks will make these short loans. After a bill-broker has 
taken up a three months’ bill at, say, 3 per cent., relying on 
securing his short loans from the banks at 2-2^ per cent., 
the cash reserve position of the banks may change, forcing 
the banks to curtail their short loans, rates on which may 
rise sharply — ^perhaps to 4, 5, or 6 per cent. If this goes 
on for long the bill-broker, far from having made a profit, 
will have incurred a loss as a result of having discounted 
that particular bill. He must, therefore, when discount- 
ing a bill make up his mind about the prospects of call 
and short money rates throughout the currency of the bill. 
The market rate of discount to-day for three months’ 
bills will be dependent not only on call and short money 
rates to-day but also on their prospective levels through- 
out the next three months. 

WTiat will happen if all the banks are calling in loans 
from the discount market? How will the discount market 
be able, at any rate of interest, however high, to secure 
the funds for paying off the banks? Some bills will , 
be maturing each day, and the bill market could con- . 
ceivably raise some money by not taking up fresh bills as 
the old bills mature.* But this may not be sufficient to , 
provide the requisite amounts. Then what happens is 
that the bill market goes to the Bank of England which ■' 
traditionally will always help the bill market,' at a pHce. 

either rediscount bills for the market, taking the 
bills outright in exchange for credits in its own books, or 
It will inake temporary' advances (for a week or a fort- 
night), the bills being merely left with the Bank of England 
as security. But the rate at which the bills will be redis-: 


It V, as in ay that the bill market sometimes used to make the 

banfe”’sce”porrrr37r‘ window-dressing by the 
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counted at the Bank of England will be the official Bank 
Hate, which is generally rather higher than market rate, 
and the Advances Rate is I per cent, higher still.^ Going 
to the Bank of England for funds, although an absolutely 
reliable resource for the discount houses and bill-brokers, 
is therefore an expensive business ; and going to the Bank 
or the fear of going to the Bank will accordingly make the 
market rates rise. Thus although the discount market 
finances itself by very short loans it can always rely on 
securing adequate funds somewhere or other. 

This use of the Bank of England as a last resource is 
limited in a way that has important effects on the rates 
at which various classes of bills can be discounted on the 
market. Historically in order to guard itself against bad 
debts the Bank of England has certain niles restricting 
the classes of bills of exchange which it will rediscount or 
which it will accept as security for advances to the dis- 
count market. Among ordinary bills of exchange such as 
have been described above the Bank will only countenance 
bills bearing at least two good British signatures, one of 
which must be that of a British bank (in which case the 
bill is called a ‘Bank Bill’) or that of a leading merchant 
house (in which case the bill is called a ‘fine trade bill'). 
The fact that a discount house can go to the Bank of 
England in the last resort only with bills of exchange 
which ffill into these Dvo classes^ makes the discount 
market prefer tlicse two classes. This preference is shown 
in the lower rate of discount at which these bills can 
be discounted. As a bill accepted by a great Accepting 
House or British bank tvould ordinarily fall automatically 
in these classes of ‘eligible bills’ (bills eligible for redis- 
count at the Bank of England) the value of the Accepting 
House's signature is patent. 

’ Thb funcuoninjj of the central bank as 'lender of last resort’ is further 
dheussed m Citapter V. 

* It can also, of course, take Treasury* Bills, a discussion of which is to 
be found in tlw next section of this chapter. 
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Quite apart from the possible taking of some of their 
bills to the Bank of England discount houses do not 
ordinarily hold aU their bills to maturity.^ The joint-stock 
banks generally hold large amounts of bills and these are 
frequently obtained through the discount market. The 
banks like, for the sake of liquidity, to have their bills 
arranged in order of maturity, a certain proportion falling 
due each week. They do not particularly want the trouble 
of acquiring a lot of small bills, but prefer buying large 
‘parcels’ of bills from the market, the parcels being of 
amounts and maturities wliich the banks happen to want 
at the moment. A bill-broker having a parcel of the 
amount and maturity which a bank is wanting will not 
borrow from the banlc (leaving the parcel as security) but 
will take the bills to the bank for rediscount. The bill- 
broker parts with the bills for ever and takes ‘money 
down’ in exchange. He has sold the bills to the bank. 
The bill-broker having endorsed the bills remains in law 
liable to meet the bills at maturity should the acceptors, 
the drawers, and any previous holders default. Otherwise 
his interest in the bill ceases. The rate of discount at 
which the bank takes the parcel will, ceteris paribus, be 
less than the average rate at which the bill-broker dis- 
counted the various bills in the parcel. The margin be- 
tween the two rates may be regarded as a commission paid 
by the bank to the bill-broker for having collected just the 
classes and maturities of bills which the bank was wanting 
to balance its portfolio, and in some slight degree for the 
bill-broker’s name having been added to the list of people 
from whom the maturity value of the bill can, if necessary, 
be claimed. From these margins between the rates at 
wliich they discount bills originally and tlie rates at which 
they hand them over to the banks the bill-brokers derive 
an appreciable part of their income. But when we are 
discussing the present position and future prospects of 
the discount market we must remember that this source 
of income has depended on the bills coming into the 
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market being infinitely varied in credit-standing, in 
maturity, and in maturity value. 

It should be added tliat an English joint-stock bank 
never parts with a trade bill which it has once taken.^ 
Once a bill of exchange finds its way into a joint-stock 
bank it rests there until maturity. Unless the custom 
existed the banks might not be so willing to leave to the 
bill-brokers the sifting out of attractive maturities. The 
banks also customarily much prefer to hold bills with not 
ipore than about two months to run to maturity. An 
important function of the discount houses has therefore 
been to hold bills for the first month or so of their cur- 
rency, selling them to the great joint-stock banks as, with 
lapse of time, they become shorter-dated paper. There 
being a more lively demand for shorter-dated paper, 
discount rates are normally lower for, say, two months’ 
bills than for three months’ bills. This difference of rates 
allows the discount houses to earn on the paper they hold 
rates which are above those prevailing for three months’ 
bills. To give an extreme case,* suppose the three months’ 
rate is 5 per cent, and the two months’ rate is 3 per cent. 
The discount house pays at the outset ^987. lor. for a 
three months’ bill (£12. 10s. ^ per cent, on ^^1,000 = 
5 per cent, per annum). At the end of a month it resells 
the bill to a bank at 3 per cent. — i.e. at ^995 (3 per cent, 
per annum -- I per cent, for the two months ; ^ per cent, 
of £ifOOO ~ £5). Then the discount house has earned 
£7. los. on a loan of £987. lor. for one month, which is at 
a r.itc of about 9 per cent, per annum — ^which w'ould 
probably leave it a good margin over the rate at which it 
took short loans from the banks. This profit \rill be in- 
creased if rates have moved downwards during the first 

* lixis firsTsly cstaMishctl custom used to apply equally to Treasury 
BilE. but sitxcc *038 there are believed to have been occasional spcd.al 
sales of'l’reasury Bilk by joint-stocl: banlas. 

- Tltciic fji^urt-s are caitrcmcly simpliSed in order to case the reader’s 
aritlunctJc. Jt should perhaps be emphasized that the discount bouses 
actually mate their lidng out of very narrow tnarpma. 
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montli, and decreased if rates have moved upwards. The 
discount houses thus make their incomes by borrowing 
very short money to hold bills yielding somewhat higher 
rates, by sorting and guaranteeing bills to meet the banks 
detailed requirements, and by holding bills during their 
least liquid period (the first month or so). These profits 
are temporarily increased by falling rates and temporarily 
decreased by rising rates. We shall have occasion to recall 
these sources of discount houses’ income when we are 
discussing the future of the discount market. 

III. The Treasury Bill and the Presetit Position 
of the Discount Marhet 

The commercial bill we have been discussing so far is a 
device for raising money on goods during their transit 
from one place to another. Such a device could hardly be 
well established without people realizing that a bill might 
be used for the borrowing of money without any goods 
being in transit at all. Such bills are called ‘finance bills’, 
and they vary in quality from the perfectly good finance 
bills that used to play an important part in the mechanism 
of the foreign exchange market to the semi-fraudulent 
paper put out by any hard-pressed debtor. The ease with 
which the finance bill can be exploited by needy borrowers 
has led to the leading houses avoiding such paper, and the 
change in the mechanism of the foreign exchange market 
has reduced the need for good finance paper, so that 
ordinary finance bills are not common nowadays. '\But 
something very similar to the finance bill put out by a 
needy borrower is not merely common — it is the main 
prop of the discount market. This is the Treasury Bill. 
The Treasury Bill is a mere promissory note of the British 
Government. In exchange for deposits at the Bank of 
England the British Government gives a written promise 
to pay three months later a sum of or 10,000. 

The^ form of the Treasury Bill leaves a space for the 
creditor’s name; but the sum is payable to ‘Bearer’ if no 
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name has been entered, and most of the bills the market 
handles arc generally left as Bearer Bills. This would be 
unthinkable with ordinary commercial bills where the 
addition of each signature adds to the securit3^ But the 
Treasur}' Bill is a promise of the British Government, and 
no discount house or bank signature can add to that 
security. The unquestionable security makes it possible 
for them to pass round the market as Bearer Bills without 
any one hesitating to take them up if he has money to 
lend. The advantage to the Government of this form of 
borrowing is that it is, on the average, cheaper than long- 
term borrowing. The creditor can lend his money for only 
three months and know exactly what sum he will then 
have available. For such highly ‘liquid’ security the lender 
will lend at rales generally appreciably lower than those 
he expects when he ties his money up for years (subject, 
of course, to the possibility of selling on the Stock Ex- 
change, perhaps at a big capital loss). As we shall see in 
Chapter V, the existence in the market of large amounts of 
Treasury Bills facilitates control by the central bank, for 
the Treasury' Bill is an ideal security for the central bank 
to buy and sell. And the market itself is pleased enough 
to have Treasury' Bills, especially when, as has been the 
case since 1929, the supply of commercial paper* has been 
sp scanty. 

/ The Treasury’ Bills are issued partly by ‘tender’, partly 
‘through the tap’. The tap issue is to government depart- 
{tnents which have funds in hand. These departments 
include, besides the ordinary' departments of Stale, the 
Government savings banks, the Unemployment Insurance 
Fund and die other great insurance funds, and the Bank 
of England. The rate of discount at wluch tliey are issued 
through the tap is unknown and is irrclc%'ant to the dis- 


* 'Conjntcrcj.il paper’ is here Ufcd m the Londort sense of anj' bill 
Itas-jng it< oripits in tt commercial transaction — in contrast to 'povemment 
paper*. In New York and therefore in Section IV of this chapter the 
term 'commercial paper’ has another connotation. 
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count market, being purely a matter of government in- 
ternal accountancy. The tender issue is offered to the 
discount houses, the banks, and anyone else who likes to 
apply through either of those channels. The Government 
invites these firms to offer a price, to be paid on some day 
in the folloAving week, for every £100 which the Govern- 
ment will pay to them at the Bank of England exactly 
three months later. If a bill-broker is willing to take 
Treasur}' Bills at, say, 3 per cent, per annum, he tenders on 
Friday for the amount he is willing to take (say, £ 100 , 000 ) 
at a price £99. 5s. per cent., specifying that he will take 
up the bills on, say, Tuesday. On Tuesday he must pay 
into the Government account at the Bank of England 
^99,350. Exactly three months after that Tuesday the 
Government will pay him £ 100,000 against surrender of 
his Treasurj" Bills, 

The tender issue is made every week, the amount 
offered being normally* from £30 millions to £50 millions, 
according to the Treasury'’s week-to-week requirements. 
Each week there is an amount maturing depending on the 


amount issued three months previously. If the amounts 
maturing and being offered are equal the market is simpl}’^ 
offering a price for renewal (though, of course, the distri- 
bution of the bills in the market may change). The varia- 
tions in the amount offered from week to week are partly 
regular and foreseen by the market— such, for instance, 
are the seasonal variations that depend on the concentra- 
tion of tax collection and parts of Government expenditure 
in particular weeks of the year. Other important causes 
of variation are Government debt policy (whether it is 
converting short-term into long-term debt, for instance) 
and changes in the tap demand for Treasury Bills. 

Other great borrowers have learned to use the broad 
Treasury Bill method of borrowing cheaply in the London 
discount market. From time to time Dominion govern- 
ments, for example, issue their own Treasury Bills in 


• During the nineteen-thirties. 
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London, and the greater English local government 
authorities also have bills outstanding. The aggregate 
amount of tlicse miscellaneous promissory notes is, how- 
ever, quite small as compared with the volume of British 
Trcasurj' Bills. 

Before 1914 the discount market handled mainly com- 
mercial bills and the structure of the market had become 
peculiarly adapted to that function. But since then and 
especially since 1930 the volume of ordinary bills of ex- 
change has been much reduced. This is largely the result 
of the decline in international trade, w'hich was so largely 
financed by discounting bills of exchange. It is also partly 
due to a gradual change in methods of financing the move- 
ment of goods. The method of bank advances or over- 
drafts overseas used to be, and still is, combined with the 
bill of exchange method of financing trade ; but the great 
development in methods of arranging bank advances 
combined with the development of the telegraphic transfer 
of bank deposits from one country to another has militated 
against the use of bills of exchange. The appearance of 
New York as a competitor for bills of exchange encroached 
quite seriously on the amount of commercial bills avail- 
able in the London market. New York managed to attract 
large amounts of the cotton bills which London formerly 
monopolized. Development of bill markets elsewhere is 
bound to mean some loss of attractive business for London. 

For these reasons the volume of ordinarj' bills outstand- 
ing in the London market shrank from perhaps ^250 
millions in 1913 to something of the order of ;^ioo millions 
in the nineteen-thirties. The discount market came to 
depend more and more on Treasury' Bills, whose volume 
varied from £^00 millions to £(>00 millions and even 
/iyoo millions, against an insignificant pre-1914 figure. 
The discount market from being a market in commercial 
paper became largely a market in Government paper. 

This change had unpleasant impliaitions for tire dis- 
count houses. We have seen how one of the functions of 
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tlicsc firms is to sort trade bills into parcels of convenient 
maturities and qualities and guarantee them by their own 
endorsement, then passing them on to the banks at a 
profit which recompenses them for doing so. Tre.'isuiy 
Bills need no grading; the banks can secure the right 
maturities by tendering at the right time, and no endorse- 
ment of a discount house can enhance the security of 
British Government paper. The banks may well meet 
their own requirements by tendering directly for the bills, 
leaving the discount houses without an important source 
of profit. The discount houses may also suffer from 
Government debt policy. In the early nineteen-thirties 
the Government, being able to secure very good terms 
for long-term loans, reduced its short-term debl—the 
Treasurj' Bills especially — to an uncomfortably low' level. 
It is true that even in 193.1 there were some hundreds of 
millions of pounds’ w'orth outstanding; but from the total 
there has to be deducted the very large amounts held by 
the Government departments, the Bank of England, and 
several foreign and Dominion Central Banks, to whom 
Treasury Bills form an attractive sterling rescn’c. All 
these holders W'ould take Treasury Bills at any price. The 
English banks and the discount houses could secure only 
the remainder, which became, relatively to their resources, 
painfully small in 1934. At that time the volume of com- 
mercial bills was also, thanks to general trade depression, 
extremely low. The result was that competition forced 
the rates dowm to extremely unprofitable levels and the 
incomes of the discount houses depended for a time 
almost exclusively on the fact that rates w'cre falling and 
on their unusual holding of longer-dated Government 
paper. 

Banks and discount houses alike to some extent sus- 
pended conapetition with each other in an effort to struggle 
tlwough a difficult period. The banks agreed not to tender 
directly for Treasury Bills and agreed to lend to bill- 
brokers on security of eligible paper at exceptionally low' 
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rates. The discount houses formed a ‘syndicate’ which 
decided at the last minute evciy^ Friday on the rate at 
v.’hich they would all tender for Treasury Bills that week. 
Competition from ‘outside’ lenders, particularly the 
foreign and colonial banks operating in London, from 
time to time weakened the various agreements. Offers of 
‘outside’ money at lower rates than were offered by the 
clearing banks in the one case and the discount houses in 
the other occasionally left those institutions with un- 
usable money. When, for example, the financial press 
reported that the ‘syndicate’ had largely ‘missed the 
tender’ on a Friday it meant that the discount houses 
had agreed to tender for Treasury Bills at a rate under- 
quoted by outside institutions, which offered the greater 
part of the amount required by the Treasury that 
week. 

Between 1934 and 1939 the position changed somewhat. 
On the one hand, the overseas demand for Treasurj' Bills 
was increased by the growing London balances of other 
countries, and on the other hand, discount rates ceased 
to fall. But these two factors adverse to the discount 
market were entirely obscured by more substantial changes 
on the other side. The supply of commercial bills in- 
creased with the growing value of international trade. 
With the passing of favourable conversion conditions the 
Government found it difficult to meet its maturing lia- 
bilities and borrow for rearmament without obliging the 
Government departments sometimes to prefer longer- 
dated paper to Treasury Bills, and also increasing the total 
volume of Trcasuiy' Bills, The influx of gold, by forcing^ 
the Exchange Equalization Account (or indirectly the 
Bank of England) to part with Treasuiy’ Bills, had the effect 
of increasing tender issues. Altogether the Treasury Bills 
avmlabic for the market were not nearly so scarce as they 
had been in 1934. Since 1939 war financing has been 

• Ghcn the pcr.cral conditions and the rate policy’ then adopted by the 
nxcbsnrc Kqttaliration Account. 
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responsible for ampic nippHcs of 'IVe.wiry Bilis ami there 
appears Ui be no imniediatc po'^'-ibility of ‘.vtareation of 
the market. 

But ndcquac}' of the supply of Tmi-iuT Bi!!' floes not 
entirely solve the problem of the future of the di' count 
market, for there remains the prohicnt nf the distril»ut!on 
of functions (and income!) hetuetn the banks and the 
discount houses. We have seen above how the bttsjness 
of the latter is more fa\oured by commercial bills than by 
Truisury Bilks. What is there left, in a marlet mainly 
dependent on Tre.'sur}’ Bills, for the di'Tount ho'.jsta* to 
do? Treasury Bills call for no pndinq or arninpnc into 
convenient maturities nor is their security enhanced by the 
endorsements of discount houses. There would appear 
to he no re.ison t\hy the hanks should not take tip all the 
Treasury- Bills tlicy w.ini titrcctly from the 'J'reasiiry. 
squeering the discount houses out of cj.istcncc. Bui tin's 
suggestion misconceives the utility of (he di-'coum market 
in increasing the liquidity of the h.inks. We h.tve .seen 
how the banks much prefer to take bills only as they ap- 
proach mnturity—and more particularly after their first 
month has run. The more completely the banlcs chose 
to tender for hills directly the gretucr ssould he the avcr.rge 
distance to maturity of the bills in their portfolios. They 
would he less ‘liquid’. Accordingly, iJicy would probably 
want to lend more money at rail and short notice. Tiiis 
might concciv.ahly be done by developing the stock market 
loans; but such a possibility might encounter opposition 
in puldic opinion and in the attitude nf the monetary* 
authorities. I he other channel for an increase in such 
loans would he the bill market-^ and lire hill market would 
only take such loans if the banks left them enough bills for 
It to be worth the wliilc of the discount houses to keep in 
business. Even if, therefore, Treasury Bills remain the 
staple diet of the market, the market is bound to continue 
in existence unlc-ss the banks radically alter their ideas 
about liquidity. J lie discount market would, of course, 
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shrinlc very much.* But given an adequate supply of 
Treasur}' Bills and no change in the ideas of tlie great 
banks, there is likely to remain a sufficiently wide discount 
market for the English system to continue much as it is 
to-day. It seems probable that the realisation of tlic 
dependence of the banks (working with current liquidity 
ideas) on leaving the discount market enough business 
to live on is responsible for the co-operative efforts in the 
City in favour of the discount market. The banks from 
time to time agreed with one another not to tender directly 
for Treasury* Bills and not to take such bills until they had 
passed their first month or so. Occasionally they agreed 
on minimum rates at which they would buy Treasur}* 
Bills from the market. All these efforts were directed 
towards helping tlie discount market to sur\'ivc lean times, 

A further ray of hope for the discount market lies in the 
possible revival of the inland bill of exchange. The bulk 
of the commercial paper in the market has its origin in 
international trade. Inland buyers and sellers have learned 
to finance their business by bank advances. There must 
be a large amount of internal trade in staple commodities 
that could quite easily be financed by discounting bills 
of cx'changc in the London market. The discount market 
itself would rejoice in such a development, as it has far 
more to gain from the existence of commercial bills than 
from an equal amount of Treasury Bills. There arc 
obstacles to be overcome, of course — prejudice against 
bills, ignorance, and so forth. The joint-stock banks 
might well be sorr^' to sec the demand for advances shrink, 
but their interests in a strong bill market are such that the)' 
should, on a long view, be prepared to facilitate the use of 
inland bills of exchange. Instalment purchases might also 
conceivably help to provide business for the discount 
market; hut the majority of instalment purchases arc 

’ Alrr.''i!y in the ninetcen-tlurtics therr' lud }>eai sonic reduction in 
the nufnbrr oF fimis in the dhcount marfcct, and since 5039 the process 
of eaneentr-tiion ha? pone much farther. 
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spread over too long a period for instalment paper itself, 
to be attractive to discount houses. It may, however, be 
held by an intermediarj’ specialist institution such as 
United Dominions Trust, which could finance iLself, 
at any rate partly, by discounting bills on itself. Dc- , 
velopments of this kind have appeared and may go much 
farther. 

If all these hopes for the discount market v/crc dis- 
appointed — if the international trade bills continued their 
downward trend, if the Government reduced the volume 
of Treasury Bills, if the inland bill remained unfashion- 
able — ^would it be possible to envisage a London without 
a discount market ? I believe that it is possible. The banks 
would, as we have seen, be obliged to alter somewhat their 
ideas of liquidity and their relations with each other and 
with the Bank of England. Now that the obligations 
of a central bank in times of crisis arc absolutely undis- 
puted, the utility of the discount market to the joint-stock 
banks is largely a matter of adjusting temporary' differ- = 
ences in inter-bank indebtedness. Now while inter-bank 
indebtedness, arising through the Clearing House, may 
be quite serious where there arc many banks, on the simple 
laws of chance it should not be serious when there arc very' 
few banks. Indeed I believe that most of the utility of the 
discount market to the joint-stock banks would disappear 
if the latter entirely dropped the discreditable practice 
of window-dressing. Inter-bank indebtedness could be 
adjusted along lines similar to the dealings in ‘Federal 
Funds’ in America.’ Their liquidity would look less, but 
anally now that every one understands the responsi- 
bilities of the central bank, liquidity' would be no less 
than it is now. I do not think such a radical change 
in the London sy'stem probable, but I do believe that 

’ short of resen-e funds acquire from those with surplus 

reser^-es immediate deposits at the Federal Rcsers-e Banks, returning tliem 
a ay or so atcr. The process is essentially one of exchanging 'cash to- 
day for cash to-morrow’. 
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it would not be a catastrophe for the English banking 
system. 

Before the war it was reasonable to argue that, wdiatcvcr 
the interest of tlie banking system, it was at least in the 
interest of the Government to pamper the discount 
markets with a large volume of bills because of the facility 
which the cx’istcnce of the market afforded for variation 
of the Floating Debt, particularly for the purpose of 
working the Exchange Equalization Account. During the 
war, however, the Government has learned to conduct 
its operations slightly differently especially with the help 
of direct borrowing from the banks on ‘Treasury Deposit 
Rcceipts\ It is not yet clear how the system w’ill settle 
down, but there seems some likelihood that Treasuiy^ 
Bills will not again have for the Government and the 
discount market quite the importance they had in the 
nineteen-thirties. For the moment the market appears to 
have adapted itself to the situation by taking advantage of 
the huge supply of slightly longer-dated Government 
paper — the ‘short-term bonds’ — and it is no doubt partly 
for this reason that a considerable capital-strengthening 
and concentration of the discount houses have taken place. 

IV, The Nctv York Money Marhcf^Y^ 

The structure of the London money market is unique. 
Nowhere else in the world is there such a well-developed 
market in short-term funds — ^^moncy available for periods 
of a few days, weeks, or months. The leading Con- 
tinental centres — Paris, Berlin, Amsterdam, &c. — have 
some institutions and credit instruments like tliose of 
I..ondon and have more or less developed markets for 
short-term funds. The biggest market for short-term 
funds outside I^ondon is, however, that of New York, and 
the complexion of its business is so different from that of 
London that it merits some particular attention. 

' 'rhe iininiti.ircti T?iny aJvant.TWt'ily h'sve thss •section unread until 
Chsrtcn IV and V Iwve hren read. 

jr 
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To New York flow surplus funds from banks all over 
the country — through the correspondent bank system of 
country banks depositing funds with town banks, and 
through the country banks using the great New York 
banks as their agents for securing short-term outlets in 
New York. There are in New York four short-term assets 
which can be acquired by a bank witli surplus cash: 

I. Loans to the Stock Exchange; 2. Commercial paper; 
3. Treasury Certificates; and 4. Bills of Exchange. 

The Treasury Certificate corresponds to the English 
Treasury Bill, and the amount and currency (term) of 
Treasury Certificates depends entirely, of course, on the 
Federal Treasury’s operations. Loans to the Stock Ex- 
change and Bills of Exchange have also their counterparts 
in London. To their relative importance we shall return 
presently. ‘Commercial paper’, on the other hand, is 
quite peculiar to the United States. If an American busi- 
ness concern wants to borrow temporarily it can, if its 
standing is fairly good, place ‘commercial paper’ in New 
York. This commercial paper constitutes a claim, to such 
and such an amount, on the general assets of the firm. 
Whereas a bill of exchange is generally the outcome of a 
particular transaction in, say, primary commodities, the 
value of which covers the amount of the bill more or less 
precisely, the commercial paper is secured by a lien on 
the general assets of the company, just as debenture stock 
is. The nearest equivalent in England is in fact the ‘Short 
Term Notes’ which are occasionally issued by very large 
companies wanting more capital but unwilling to pay the 
interest demanded at the moment on long-term deben- 
tures. But the commercial paper in New York has a 
market in only a very limited sense — it can be placed with 
any bank which is satisfied with the security, but once 
placed it does not come into the market again. Com- 
mercial paper is, by convention, held until maturity by 
the original purchasing bank. It is not ordinarily redis- 
countable at the Federal Reserve Bank. It is practically 
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identical in liquidity witli the ordinar}^ English bank ad- 
vance, the chief difference being that the bank advance is 
far more elastic in amount and is dependent on a banker- 
and-customcr relation between lender and borrower. 
Commercial paper may be placed by a well-known 
American corporation with a bank of which it has never 
heard. 

By far the most important opening for short-term funds 
in New York is in loans to the stock market. In England 
similar loans have been growing for soiVie years now; but 
their importance in New York makes the English stock 
market loans appear quite trivial. The main reason for 
the difference lies in the Wall Street s}'stcm of settling all 
transactions every day, whereas in London only transac- 
tions in the unspcculative gilt-edged market arc settled 
daily, the rest of the markets having fortnightly (ex- 
ceptionally three-weekly) settlements.’ Speculators who 
have bought in the hope of rising prices (bulls) have there- 
fore to borrow money continuously in New York, whereas 
in London only the fortnightly settlement days have to be 
overcome. Bull speculation in Wall Street is accordingly 
largely dependent on loans to stock-brokers from the 
New York banks, acting either on their own account or 
as agents for out-of-towm banks. The loans are either at 
call or short notice. A single bank can easily turn a loan 
to the stock market into cash by calling it in; but a 
general calling-in of stock market loans is bound to 
pioducc a crisis in Wall Street, for the Federal Reserve 
System (the central bank) v/ill not take over stock market 
loans.* 

The case witlt which call loans can ordinarily be ob- 
tained in W.1II Street has been often pointed out as a 
sUmuliis to unhealthy speculation in the stock market, 
\Mtcn the Federal Reserve System was established just 

* nsis rt'fcrs to use normal peacc-ttmc po^iuon. At present 1 1^46) 
h '.nil on it<: v.ar-timc cash basis. 

’ 'nstre have been indications of some modification of this position. 
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before the war this argument was used to support the 
establishment of a market in bills of exchange. Since 1914 
American banks have been able and willing to do accept- 
ance business. There exist no specialist acceptance 
houses like those in London, the accepting being done 
entirely by the commercial banks. ‘Bank acceptances’, 
as the bills of exchange are frequently called, enjoy quite 
a good market, which has been encouraged by the fact 
that they are rediscountable at the Federal Reserve Banks. 
The volume of them in the market is far below the amount 
of stock market loans, but is comparable to the volume of 
commercial bills in the London discount market. The 
bills in New York are predominantly foreign trade bills, 
as in London, the trades in raw cotton and sugar being 
particularly important in supplying bills. 

There are no discount houses of the London kind, 
though there are bill dealers comparable, in some degree, 
to the running-brokers of London. Consequently the 
market for call money is restricted to the Stock Exchange. 
The contact beUveen the central banlc and the commercial 
banks must accordingly be direct. If the commercial 
banks want more cash they must themselves go to the 
central bank — either to rediscount bank acceptances, or 
to borrow. In London, when the commercial banks want 
cash they call in loans from the discount market and the 
discount houses have to go to the central bank. 

During the years between the wars the London and 
New York money markets were in many ways growing 
naore and more like each other. In London, where pre- 
viously the commercial bill of exchange was the staple 
paper of the market, the short loan to the Stock Exchange 
was becoming more common. In New York, where 
previously the loan to the Stock Exchange was all- 
important, the bill of exchange began to fill an appreciable 
part of the^ market. If the adverse tendencies discussed 
above continue to restrict the London discount market 
we can expect the London market to approach the New 
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York market much more nearly. Conceivably, London 
could become like New York in having few specialist 
houses (such as accepting houses and discount houses), 
in developing direct contact between commercial banks 
: and the central bank, and in the loan to the stock market 
being far more important than the bill of exchange. 
Against this last possibility there is of course in both 
centres fairly strong public and authoritative opinion, 
and the most probable approach to similarity between 
New York and London may well be in a decline in New 
York in the size of loans to the stock market. 

Just as the bill market in New York w'as established 
with tlic primarj’^ intention of aiding tlie working of the 
new central banking system, so the proposals for central 
banks in other countries — particularly the British Domi- 
nions — liavc frequently been associated with suggestions 
for the development of bill markets in their centres. As 
we shall sec in later chapters, central banking technique 
docs, to a great extent, depend upon the existence of a 
good money market. It is, indeed, sometimes argued that 
a central bank is useless where there is no short-term 
money market. But such markets remain extremely rare. 
In Canada almost Uic only outlet for short money is in 
loans to the Stock Exchange. In Australia there have been 
limited attempts to develop a market in Treasury Bills, 
but without real success. In South Africa attempts to 
popularize the bill of exchange have failed. In India the 
existence of a predominantly unit banking system leaves 
more scope for the inland bill of exchange, and tlicre arc 
quite good markets in the main centres (Bombay being the 
most important); but much more will have to be done 
before the markets are perfect. And it must be remem- 
bered that ;my development of bill markets in other 
countric!s is bound sooner or later to mean some furtlicr 
loss of attnictivc business for the txandon market — as has 
happened with the rise of the New York market. There 
is in the world a limited amount only of business which 
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can be conveniently financed by the drawing of bills of 
exchange. Strenuous efforts to promote bill markets in 
there centres, in order to provide the traditional operating 
theatres for new central banks, might have the effect of 
destroying the archetype in London. That, however, is 
looking rather far ahead. 



CHAPTER IV 

CENTRAL BANKING— CONSTITUTIONAL 
QUESTIONS 

I. General Considerations 

^ Till- business of a central bank, as distinguished from a 
roDminercial bank, is to control the commercial banks in 
I such a way as to promote the general monetar)' policy of 
I the State. There arc three fundamental points implicit in 
Uhis: first, a central bank does not, as a commercial bank 
docs, exist to make the maximum profits for its owners; 
second, it must have some means of controlling the coin-' 
mcrcial banks; and third, it is subordinate to the S^^.J 
The technique of controlling the commercial banks will 
be examined in the next chapter. In this chapter we shall 
confine ourselves to the constitutional questions of the 
nature of a central bank’s subordination to the State and 
the related question of the disposal of any profits and 
meeting of any losses which it may incur in the course of 
its business. 

The subordination of a central bank to the State is 
based not only on the general subjection of its Directors as 
citizens to whatever laws the State chooses to impose. It 
is based also on the tradition firmly rooted in all countries, 
democratic and despotic alilce, that tire State must impose 
some laws regulating the means by which its citizens shall 
discharge their debts. When the State merely decrees that 
debts arc finally dischargeable only in monetary units 
called pounds sterling and that a pound sterling is a certain 
weight of silver (or gold) it is imposing a fundamental 
monetary law to w'liich any banking business must con- 
form. The State’s regulation of monetary affairs may be 
a.s clcmcntaiy' as this, or it may go into much more detail. 
A common position in the la.^^t hundred years has been for 
the State to say that certain forms of money are legal 
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tender nnd th.u huch motity is cojntrtshU- int-. cold, nnd 
gold into tiionev, .it a lived r.ttc. fn thi*- c.inr it i > tlic dtity 
of tlic central bank to rc.ndaic the h.tnkistc n; tesii in andt 
a way that hgal tendtr nmney is rtlwa\.-, convtrtil-h- ItUu 
gold,' and gold into inonty, at the lec-il rate; and to per- 
forin that duty in the w.ty nto^t conduci’-c to the general 
w elute of the cornimuiity. Or the Ftate may ; ay 'hat the 
centra! hank nn^t rtibordinate .nil ether at.m.v to providinc 
the Gov crnincm v. iih rucit ; ttpplii ‘ of tnoncy are needeti 
to finance Government iH-tivitie.’,: tlien the central bank 
hn'5 no choice -• it inuvt fmante the Governrnent in the best 
w.iy it know- 1 . 

It h.t'i t-onn limt-s* been f.idiion.ihlc to arcuc that central 

b. inks mu5t be 'indcjiendeni', lint it cannot he tf^oMrongly 
eni])hnsi?ed that iht.s u-,e «)f the word ’indeprndcttt’ may 
niblcad people ahont the po ition of a ctntr.d h.ank. The 
authority of the St.ue over the centml b.^nk t« ;lKv;ty^ 
necer-^arily ab&oiuic. .\1I th.u is open to tpir, itott is the 

c. \tent to which the covrreign body .-liouUi detuH its 
command-, to the cetitral b.ink - for the monetary la\Y.s arc 
sudi commands. The extent of gov ernmi ntal rcgnkuiori 
of the centra! h.'nk does in fact vary very much. Some- 
tiincj; the sovereign body of the .‘^t.-.tc content.-, itself with 
prescribing equality belwetn the monetary unit and a 
certain vv eight of gold and leave*:, all the rest to the central 
bank- -perhaps even being ptepare-d to ‘iiibbcr-stamp* 
modific.ations of tiie primary inonetarv* kivv at the instance 
of the centnd bank. Such \v.i.s mute or Icf-s the position tn 
pre-i 9 r 4 Britain, and it might even be derveribeti ns the 
traditional view of the proper relations between the centnd 
bank and the State. 'I'lic opposite extreme oiciirs when 
the central hank is reduced to a mere engine for facilitating 
the financing of State services. Then the central h.-ink 

nibbcr-stanips the ev’eryday decisions of the Govern* 
ment. 1 ins rarely occurs except when the finandal 
position of the State is desperate. Examples are provided 
‘ Lrpcci'all). in tin* r.inetct-n-lHctiu’rt. 
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by several Central European countries in tlic early 
’Uventks, arid itivas as a reaction against the behaviour of 
-their central banks at that time that the ‘independence’ 
of central banks became a canon of orthodoxy. All hew 
‘^central niahli charters' for about ten years after 1922 
reflected this reaction; but more recently there has been 
spreading a realization that the State has, and must be 
prepared to assert, ultimate control of the actions of its 
central bank. How far this tendency could go without the 
central banks becoming the mere tools of improvident 
public finance is a matter of opinion. 

Tlie question of ownership of a central bank is naturally „ 
associated with that oT' controT. State control points to 
Stambwnership of one kind of another. WOiere, in charter- 
ing the central bank, the legislature has designed to maxi- 
mize the independence of the central bank, ownership by 
tlie general public or by the commercial banks has generally 
been prescribed. Where, on the other hand, tlie legislature 
lias decided that the central bank’s subordination to the 
State is to be emphasized, ownership by the State is more 
common. But in no case is private ownemhip so absolute 
as to leave unlimited disposal of the profits — tliere are 
always provisions for the State sharing in the profits, and 
it has likewise been recognized in practice that the State, . 
should bear part of an}’;^ uncovered losses. Central bank 
constitutions varv' ver)' much in these irhportant matters 
of ownership and direction — it is impossible to describe 
a single type as a standard. Wc shall therefore discuss 
some of the more significant cases countr)' by country.* 
Variations from one case to another are by no means to be 
interpreted as nccc-ssarily reflecting national differences of 
view about central banking: they reflect rather the pre- 
vailing w’orld fashions about central banking at the various 
times at which the particular central banks happen to have 

* Thi*! Ui'itnminn tif ihc consrinitions of partscular central banljs is not 
mtracltd tQ be exhaustive. For further detail the reader should refer to 
Kirejj and Elkin, Crefnrf /iunG. 
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been chartered or re-chartered. Of course, if at any time 
a central bank’s constitution is quite out of keeping with 
the fashionable \dew, the bank may be re-chartered as 
happened in the nineteen-thirties in the United States and 
many other countries. Or the power of the State to re- 
charter may lead to the written constitution being super- 
seded by unwritten conventions more in keeping with 
prevailing ideas, as happened in England during the 
decades preceding the nationalization of the Bank of 
England in 1946. 

II. The Bank of England 

The central bank in this country is the Bank of England.* 
The Bank of England was originally a joint-stock com- 
pany, established in 1694 by Act of Parliament, and the 
entire capital stock was acquired by the State under the 
Bank of England Act of 1946. Its affairs are regulated by 
a Governor, a Deputy-Governor, and sixteen Directors 
appointed by the Crown. The Governor and Deputy- 
Governor hold office for five years. The Directors hold 
office for four years, four of them retiring each year; not 
more than four of them may be full-time officers. All of 
these officers are eligible for reappointment and there is 
no provision for compulsory retirement, but it has been 
stated that normally no person over 66 years old will be 
appointed. 

The Act of 1946 stipulates that members of the House 
of Commons, Ministers of the Crown, civil servants, and 
aliens may not be appointed to any of these offices; apart 

' The Bank of England is the central bank not only of England but of 
the entire United Kingdom of Great Britain and Northern Ireland. Its 
control is most direct over the Enghsh banks, but the predominance of 
the Enghsh banks in then hole, and the indirect control over the Scottish 
and Ulster banks make it reasonable to think simply of the Bank of 
England ^ the central bank of England- It should be emphasized that 
this IT a simphfication. How sigmficant a simplification we do not know 
precisely. I beheve that a study of the relations between the Enghsh and 
other banks would be of great interest from the point of view of inter- 
national monetary problems, could the facts be estabUshed. 
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from these restrictions the Crown (acting of course on 
ministerial advice) is left entirely free to select people from 
any walk of life. In making the initial appointment it 
was natural that the previous (somewhat larger) Court of 
Directors should have been drawn upon, and it is too 
early to say that there are any established conventions. 
In the old (private) Court, Directors had traditionally 
been drawn from the great merchant bankers (the Accept- 
ing Houses, not the joint-stock banks), but during the 
inter-war period altogether more catholic notions had 
prevailed, though the joint-stock bankers remained out- 
side. Distinguished men from industrial and commercial, 
rather than purely financial, fields were brought in, and 
a few outstanding officials of the Bank became Directors 
and Deputy-Governors (but not Governors). 

The Bank remains a corporate body whose powers arc 
regulated by its charters, just as an ordinar)’ joint-stock 
company’s powers are regulated by its Articles of Associa- 
tion. The powers under the charters are very wdde, and 
the operative restrictions on its activities were, until the 
recent Act, mainly self-imposed conventions that had 
grown as the Bank had developed its work as the central 
bank. The Government of the day for a very long time 
had always had some influence, and this influence grew 
jsignificantly after 1914 and especially after about 1931. 
'Treasnry and Bank were already well-used to working 
hand-in-gloyc before 1946, but only by Clause 4 of the 
"1946 Act has the relationship acquired specific statutory 
authority. The first two sub-clauses of Clause 4 are as 
follows: 

‘(i) The Treasurj' may from time to time give such directions to the 
Rani: as, after consult.ation witlj the Governor of the Bank, they think 
necessary in the public interest. 

(2} Subject to any such directions, tlie affairs of the Bank shall 
be in-inaged by the court of directors in accordance with sudi pro- 
tisions (if any) in that behalf as may be contained in any charter 
of the Bank for the time being in force and any byc-laws made 
tiicreunder.* 
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It should be noted that tlie Governor has a statutory right 
to be consulted before a direction is issued, but he is not 
given power to veto it.' The Treasury retains the ultimate 
responsibility, but the provision about consultation ensures 
that it will not discharge that responsibility without having 
taken advice from the quarter technically most competenD^ 
There are in the Act certain provisions about payments 
by the Bank to the Treasury, related to the annual divi- 
dend charge on the Government stock issued as compensa- 
tion to the former private stockholders, but there is 
elasticity in the clause and it jvill be possible for the Bank 
to ignore the profit aspect of its operations. Profits arqof_ 
course a by-product of central banking, not (as in com- 
mercial banking) the ultimate object of operations. 

The most important innovation of the Act of 1946 lies 
in the remainder of Clause 4, whereby the Bank of England 
is endowed with statutory powers to direct the affairs of 
the commercial banks. Hitherto the Bank of England had 
had to rely on the art of persuasion and, in war-time, on 
the bankers’ knowledge that the Treasury could, if neces- 
sary in support of the Bank of England, issue Regulations 
under special war-time powers. Sub-clause (3) reads: 

‘The Bank, if they think it necessary in the public interest, may 
request information from and make recommendations to bankers, and 
may, if so authorized by the Treasury, issue directions to any banker 
for the purpose of securing that effect is given to any sncb. icqnest or 
recommendation : 

Provided that: 

( (a) no such request or recommendations shall be made with respect 
to the affairs of any particular customer of a banker, and 
(i) before authorizing the issue of any such directions the Treasury 
shall give the banker concerned, or such person as appears to them to 
represent him, an opportunity of making representations with respect 
thereto.’ 

There^ are thus two liimtations upon the Bank of- 
England s power. First, the compulsion must have the_ 
support of the Treasury (to which the banker under com- 
pulsion has right of direct access) which is, through the- 
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Ghanccllor of. the Exchequer, .answerable- to Parliament. 
Secondly, directions must relate to the whole, business 
or to a whole class' of business of a commercial bank, and 
“not to its business with a particular customer. The latter 
fcstrictioh was imposed in "protection of the traditional 
privacy of the banker-customer relationship and, since 
the central bank’s objects refer to whole classes of busi- 
ness, is not detrimental to central bank control of the 
monetar}’^ situation. The former restriction serv'cs to 
emphasize the dependence of central banking upon 
Government control and (like sub-clause (i)) ensures that 
the Treasur)'^ shall exercise compulsion only in full 
cognizance, of the views of the compelled party. 

What is most noteworthy is not, howeve r, the limits set 
to tl)C Bank’s powers over the other banks, but the breadth 
of these powers. Central bank legislation in other 
countries has generally set out in considerable detail the 
powers of the central bank and has supported them by 
specific statutory’’ restrictions on tlic other banks — notably 
by compelling the latter to maintain ‘fixed ratio’ reserves 
at the central bank. Outside these specific statutory 
powers the central bankers have had to rely (as did the 
Bank of England before 1946) upon persuasion and co- 
operation, coupled sometimes with the knowledge that 
legislators would in the last resort inten'cne to support 
compulsion of .recalcitrant bankers. The Bank of England ; 
is now operating under no such restrictions — it can issue j 
directions compelling bankers, c.g., to hold certain reserves f 
with itself, to vary those rcser\'cs, to alter their charges for ; 
any class of business. It may compel the bankers to favour ; 
one industry or group of industries as borrowers.* In thc^ 

* In the debates in the House of Commons, prc.ccdint: the cn.actmcnt 
of the netiDnaiidnt: Btil, the Chancellor of the Exchequer, rcfcrrinR to 
the exercise of these wide powere, said . it may l>c desirable, in certain 
cJrcumstar.ces, to uirc the b.anl.-s to derate their resources to one or other 
fcTTU of in’- eatment which it W3.s felt by the Government and by the Bank 
of EnRiand svas necessary in the. interests of a pl.tnned priority, witli a 
view to sccuriiiR full employment in the country and building op our 
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exercise of all these powers the initiative rests solely with 
the Bank of England, but the Bank cannot exercise com- 
pulsion except with Treasury support. Given Treasury 
support, the Bank’s powers are unparalleled elsewhere. 
Their only limitation of general importance is in fact that 
imposed by the responsibility of the Chancellor of the 
Exchequer to Parliament, not only for the exercise of 
compulsory powers but also for advice tendered to the 
Crown on the appointment of the Governor, Deputy- 
Governor, and Directors. 


III. The American and other central banks 
The central bank of the United States of America is 
a system of twelve connected banks called^ the_ FederaL 
Reserve Banks. The system was founded in 1913 but the 
period intervening between 1913 and the present has seen 
such changes in ideas about central banking that the 
amended constitution of the system is already a mixture 
of anomalies based on historical forces. For a full under- 
standing of the constitution of the system readers should 
look mto some of the historical works:' here we are con- 
cerned simply to outline the system in the hght of our 
general discussion. 

The Federal Reserve System consists of twelve Federal 
eser\fe Banks, each ha\dng one geographical section of 
toe coun^ as its sphere of ope ration s.! -The capital of the 
Resen^e Ba^s was subscribed bythe ‘member banks’ in 
^ banks are all those commercial banks 

Hi induced, to attach them- 

selves to the system, and such are the laws and the induce- 

on this statement there is a useful conunentarj' 

■ For^S,»H!rn.r mto CI.U.. 4 of An ) 

0„ -.T-™ 
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mcnts that the majority of the banks, including all banks 
of any size, arc member banks. The member banks have ' 
a shadow of control over the functioning of the System in 
that they elect some of the Directors on the local Boards — 
the Boards of tlie individual Resen'’e Banks. But all 
fundamental central banking operations arc under the' 
control of a central body, the Board of Governors of the 
Federal Reserve System, and it is to the constitution 
of this body only that we need attend. The Board of 
Governors consists of seven members appointed by the 
President, subject to the approval of the Senate, for terms 
of fourteen years. Among these seven are tlie Chairman 
and Vice-Chairman, selected by tlie Senate and sendng 
four-year terms. This governing body has effective control 
not only directly over all the most important business of 
the entire system but also over the appointment of the 
ofiicers of the individual Reserve Banks. The American 
central bank isthusdircctedbymcn appointed for fairlylong 
terms, and appointed by the Government of the country. 

It is prescribed by law that the Federal Reserve Banks 
shall withhold a certain part of their profits as rescn^c 
capital. Stockholders may be paid a cumulative dividend 
of 6 per cent, per annum. Any profits not absorbed by 
these two requirements pass automatically to the Federal 
Trcasiuy. This system of providing for reserve capital, 
paying a limited dividend to shareholders, and paying any 
.surplus to the government, has become a very common 
arrangement in central banks established during the 
present centur}'. In America the possibility of great 
changes in profits occurring as a result of the price of gold 
being changed has been obriated by the Treasurt'^ taking 
over tlie entire gold reserve. 

The Bank of France was until 1945, like the Bank of 
Kngland, an ordinary shareholders’ bank; but the Gover- 
nor and his Deputies were appointed in effect by the 
Government of tlie day and held office during the pleasure 
of that Government. The shareholders had tlie right to 
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elect Directors (regents) and other important officers, and 
it was through these elections that the celebrated ‘two 
hundred families’ maintained such great influence in the 
counsels of the bank. But already before 1939 cir- 
cumstances tended to increase the control exercised by 
the Government and it had become customary for the 
Governor to be changed on every important change of 
Government. In the Fourth Republic the State has 
assumed complete formal control. 

In the general run of central banks established be- 
tween the wars ordinary shareholders’ ownership has been 
common, though there are cases of the commercial banks’ 
having been called upon to provide the capital. In either 
case dividends are limited by law, surplus profits goiifg f6“ 
the Government. 

Where special profits or losses have been incurred by 
the operations of the central bank there is sometimes ad hoc 
legislation providing for the special profit or loss to benefit 
or be borne by the Government. Examples of this have 
been the legislation which provided for the Government 
bearing the loss suffered by the Resen^e Bank of South 
Africa in 1931, when part of its reserve lost value on the 
London pound’s departure from gold ; and the numerous 
cases of Governments taking the profit wffien gold resen'es 
were written up’ during the nineteen-thirties. 

Two interesting exceptions to the general rule of 
ordinar}’^ shareholders’ or commercial banks’ ownership 
are the Bank of Canada and the Reserve Bank of New 
Zealand. Both of these w^ere originally established wth 
^are capital provided by general public subscription. 
But more radical Governments coming into power wished 
to increase political control over the central banks, and 
j Zealand the entire share capital was compulsorily 
^Id by the public to the Government. In Canada the 
Bank of Canade was obliged to issue new capital just 
Receding the olll capital to the Government, so that the 
Government holds a majority interest. 
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Systems for appointing Directors vary widely. Some- 
times the shareholders have most of the control, in which 
case the system tends to develop into one of the old Board 
co-opting new members, as in the pre-1946 Bank of 
England. Sometimes the Government has more or less 
power over the appointment of Directors. Five- and 
seven-year terms of office are common. Frequently the 
charter of the central bank prescribes that the Directors 
shall be chosen from certain classes of people. A common 
provision, for example, is that so many Directors shall be 
representative of commercial interests, so many of agri- 
cultural interests, so many of manufacturing interests, 
and so forth. The Federal Reserve system used to have 
its Directors chosen largely on these lines — and vestiges 
of it remain in the local boards. Sometimes the Directors 
must be selected as representative of particular geo- 
graphical sections of the countr^^ Provisions of this kind 
arc intended, of course, to ensure that the central bank shall 
have due regard, in determining its policy, to all important 
interests of the count^)^ It is sometimes argued that the 
system of ‘representatives’ of different interests must tend 
to exaggerate disunity within the Board, as a compromise 
of views is less easy when men feel that they arc there to 
watch the interests of different bodies of people. It is 
significant that changes in American law have whittled 
down the representation of particular interests in the 
government of the Federal Rcsera’c System. One of the 
advantages of the more informal method of choice is that 
Directors may in practice be chosen from various fields 
without being obliged to feel that they are on the Board 
to represent the particular interests of the industries from 
which they come. All sides of a case are just as li.kely to 
be put fonvard; but there is more chance of compromise 
where the Tepresentation’ is less formal. Occasionally 
it is provided that the Secretary- of the Treasury^ shall be 
an ex offwio Director, though not always %vitii a vote. 

The Governor and his Deputy arc more often than not 
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appointed by the Government for terms of seven years or 
so. Alternatively the election of the Governor is subject to 
Government approval, the system in the Reser\'e Bank of 
India being a complicated one of this kind. The distribu- 
tion of power beUveen the Governor and subordinate 
executive officers on tlie one hand and the Board of 
Directors on the other varies; but in general most of the 
power is in the hands of the Governor. This somedmes 
perhaps results from the Directors representing conflicting 
interests and so not forming a harmonious body. Often 
it is the effect of the enormous area from which the 
Directors are drawn. If some Directors come from 
Bombay and others from Calcutta and Madras, meetings 
of the Board are likely to be uncommon affairs and effec- 
tive power is accordingly likely to be concentrated in the 
Governor and his Deputy, Given the greater influence of 
the Government over the appointment of the Governor 
than over the election of Directors this tendency for real 
power to lie with the Governor implies a substantial 
measure of Government influence — subject of course to 
the personality of the Governor of the moment.* 

’ These paragraphs remain substantially as they were first ■veritten in 
t 937 - At that time (in contrast to ten years earlier) Govemment influence 
over central banks was already considerable and constitutional arrange- 
ments were reflecting that influence. Since 1937 the upheaval of the war 
has greatly accentuated the tendenej-, and Government control is now 
frequently complete both in substance and in form. 



CHAPTER V 

THE BUSINESS OF CENTRAL BANKS* 

1 . Preliminary Sketch of Bank of England's Work 

The fundamental business of the Bank of England is to 
act as a central bank — i.e. to control the commercial 
iianks in such a way as to support the monetary policy 
directed by the State. Subject always to our remembering 
this fundamental business we can enumerate more speci- 
fically the main functions of the Bank of England as 
(i) no^-issuing; (2) acting as tlic bankers* bank; (3) acting 
as the Government’s' banker; (4) conducting a small 
amount of ordinary banking business; (5) being the ulti- 
mate source of funds for the discount market. Not all 
tliesc functions are essential to its position as a central bank ; 
it may even be argued tliat one or two of them are hin- 
drances. A veil of sccrcc)^ surrounds many of its most 
interesting operations; but to some amount of publicity 
it is forced by the Acts of 1844, 1928, and 1939, under 
which is issued a weekly balance sheet, called the Bank 
Return. Let us look at the Bank Return and examine its 
various items: 

D.ANK OF ENGLAND 

Retura for week ending Wednesday, March 27, 1946 

/srue Department 

Note-, L-iuct!: Government Debt . 11,015,100 

In Circulation . 1,328,321,305 Other Government 
In Bantcinj: Dt-p.irt- Sccuriues . • 1,388,177,844 

ment . . . 71,926,528 Other Securities • 799, 

Amount of Fiduciarj- 
Issue . . • 1,400,000,000 

Gold Coin and Bul- 
lion (at 17ZS. 3t/. 

^ per fine or.) . ^7,^ 33 

£1,400,247,833 £1,400,247,833 


* The r«f'<? banbinj; arc to be found 
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Btinhing Department' 

£ c • ^ 

Proprietors’ Capital . i4iS53iO°o Government Sccun- 

Rcst . . • 3.970.159 tics . . . 217,^240,211 

Public Deposits . 9.863.16s Other Securities; 


Other Deposits: Discounts and Ad- 

Bankers 249,066,298 vanccs 19,990,914 

Other Ac- Securities 21,449,110 

counts 53,975,621 41.440,024 

303,041,919 Notes . • • 71,926,528 

Gold and Siher Coin 821,480 

£331,428,243 £331,428,243 


The Nofe Issue is regulated by the Currency and Bank- 
Notes Act of 1939. To the principles which should 
govern the note issue we shall return later: here we are 
concerned only with the legal provisions and the accoun- 
tancy arrangements of the Bank. Under the Act of 1939 
the Bank is allowed to issue a certain amount of notes 
against securities held, and an indefinite amount against 
gold. The issue against securities is called the Fiduciqry\^ 
Issite. Its amount was in the Act fixed at ^2(>o millions, 
subject to the Treasury being allowed, on application 
from the Bank, to raise or lower it. If the amount has 
been so raised above ^^260 millions for two years the 
increase becomes subject to review by Parliament. At 
present the Fiduciary Issue stands at ^1,400 millions. 
The issue against gold is limited by the amount of gold 
held in the Bank’s vaults, the gold being valued for this 
purpose at market price.^ Given a Fiduciarj' Issue of 
;£ i ,400 millions and gold valued at £247,833, the Bank is 

in Keynes, Treatise on Money, vol. ii (esp. chaps, xxv, xxxii, and xraii), 
and Hau-trey, T/ie Art of Central Banking (esp. the title essay). 

The division of the Bank into Issjie Department and Banking Depart- 
ment, now a purely accounting division having no hearing on poliev, 
denves from the historically important Bank Charter Act of 1844, when 
It wp mtended as a detice for making the business of note-issue auto- 
matic and segregating it completely from all ‘banking’ business. 

Under present (1946) conditions the phrase ‘market price’ is shghtly 
ims ea mg, since there is no frea market. The figure used is realistic, 
however, in that at l^2s. 3d. per|fine 02. it corresponds to the United 
btates doUar-ster^i.g exchange rate and the United States price of gold. 
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empowered by law to issue notes to the total value 
400, 247, 833. These notes are actually printed. j{^i,34o 
millions are in circulation (wliich includes those in the 
tills of the joint-stock banks) and £^g millions are lying 
idle in the Bank of England (in the ‘Banking Depart- 
ment’). TJic notes in the Banking Department thus repre- 
sent the unused portion of the B.ank’s ma.\’imum legal 
issue; the ^^59 millions indicates the amount by which 
the circulation could be increased without the law being 
broken or the Fiduciar)^ Issue altered. 

On the assets side of the Issue Department the item 
Gold Com and Bullion is already explained. The other 
items are the securities held against the Fiduciary Issue, 
‘i The first item, Government D^t, is a book entry that the 
I Government has borrowed so much directly from the 
{Bank, It dates from the earliest days of the Bank, when 
the latter was allowed to issue notes to a certain amount if 
it lent that amount to the Govenimcnt. Other Govmwncnt 
Scatrities are simply Government debts recorded in the 
form of bonds, &c.; while Other Securities arc similar 
bonds but of the Indian Government and other borrowers 
of ver}’ high credit standing. 

In the JBaTtking Department, Capital is the amount of 
ca.pital subscribed by the stockholders of the Bank from 
time to time (and now held by the Treasur}'). The Rest 
is undistributed profit — rescrt'c capital we can call it. 
Tlicse two items have no raonctaiy'^ significance. The item 
Public Deposits shows the .balance of-thc main' British 
Government accounts — including tlic Exchequer, Savings 
Banks, Commissioners of National Debt, and Dividend 
Accounts, &:c. An increase in this item means that tlie 
Government is, bn current and capital transactions 
together, having more monej’' paid to it than it is pa\’ing 
to members of the public, and vice versa.* In Other 

* I luv-f fitr t!ic sate of rimplicity cxduded the other po'ii.ibllitjcs.: tJiat 
it had horrir.icJ from itse Bank, or had tronsferred money from cccounts 
in other hs.nk’'. 
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Deposits there is included the ver)^ important sub-item 
Bankers' Deposits. This sub-item shows the balances at 
the Bank of England of the commercial banks. These 
balances are neither more nor less than book entries at the 
Bank of England showng that the various banks have the 
right to draw cheques on the Bank of England to those 
amounts. We have seen, in discussing commercial bank- 
ing, how these balances at the Bank of England are re- 
garded as cash resen'es by the commercial banks. In so 
far as these latter regulate their lending policies by refer- 
ence to the size of their cash reserves, the size of tlie sub- 
item Bankers’ Deposits in the Bank Return is an index of 
the potential total supply of money. The sub-item Other 
Accounts shows the balances of the Bank of England’s 
ordinary banking customers. Among these are other 
governments (the Indian Government Account being one 
of the biggest) and foreign and British Empire banks 
(among them several central banks). There are also the 
balances of a few great companies and long-established 
merchant houses for whom the Bank of England was 
acting as ordinary banker long before it was suggested 
that such business was not the proper field of the Bank 
of England. Just as some people bank wdth Barclays, or 
the Midland, so others bank with the Bank of England. 
We shall return later to the question of the advisability 
of the central bank having an ordinary banking business 
in addition to its central banking functions. For the 
moment vre may remember that this sub-item is not an 
item of central banking business and, so long as it varies 
as little as it does nowadays, it is not of any monetarj^ 
significance. The Bank does not accept any new private, 
customers, and the balances of its established customers 
are very small relatively to the total volume of bank 
deposits in the country. When we are calculating the total 
supply of bank deposits in the country we should, strictly 
speaking, add to the deposit liabilities of the commercial 
banks the items Public Deposits and Other Deposits 
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(Other Accounts) in the Bank of England Return. 
Bankers’ Deposits at the Bank of England, on the other 
hand, form no part of the supply of bank money which 
anybody can transfer for the settlement of his debts.’ 
Public Deposits and Other Accounts show the Bank of 
England as an ordinary' bank; Bankers’ Deposits shows 
it functioning as the bankers' bank. And just as the public 
cannot change the total supply of money but only effect 
a change in its composition, so the commercial banks 
cannot change the total supply of cash, though they may 
take the initiative to change its composition. 

Turning now to the assets side of the Banking Depart- 
ment’s accounts, we find an item Government Securities. 
This shows the Bank’s holding, in its Banking Depart- 
ment, of British Government bonds. Treasury Bills, &c. 
It is broadly parallel to the item Investments in the balance 
sheets of the commercial banks. It can be changed at any 
time on the initiative of the Bank, which can buy or sell 
such securities through the Stock Exchange, or (in the 
case of Treasury' Bills) in the discount market, or it can 
deal with the British Government directly', as when it 
makes ‘Ways and Means Advances’, of the ordinary' bank- 
ing loan type, to the Government. The item Other 
Securities is subdivided into Discounts and Advances and 
Sccurliics. These two sub-items may contain identical or 
practically identical assets; but there is between them 
the significant distinction that Discounts and Advances 
represents assets acquired by the Bank on eligible assets 
being offered to it in e.xchange for balances witli it, while 
Securities represents assets acquired by the Bank when 
it has gone to the appropriate market and sought assets, 
giving in exchange balances with itself. 

Some fiuthcr explanation of tlic ways in which these 
t%vo items may change will liclp us to understand much 

* I'ixey can be drawn upon for the settlement of inter-bank debts ; but 
this cause*! no clitogc in the total supply of money — cash is merely Irans- 
ferresi fn^m one bank to another. 
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of the Bank of England’s technical operations. Under 
Discounts and Advances there are four items, the indi;^, 
vidual magnitudes of which w'c do not know. Some of 
them are frequently zero. First there are two items arising ^ 
out of the Bank’s ordinar}^ banking business. These tvro^ 
items are bills of exchange discounted outright for th^ 
Bank’s own customers, and advances made cither By “ 
overdraft or loan to the Bank’s own customers. The other "" 
two items show similar transactions arising, not out of the 
Bank’s ordinary banking business witli ordinary customers, 
but out of its relations with the discount market: This 
distinction between the Bank’s ordinar}’^ customers and 
the members of the discount market should not be under- 
stood to imply that the members of the discount market 
are not in any sense ‘customers’ of the Bank of England. 
The discount houses do in fact normally keep accounts 
open at the Bank of England, but the Bank’s relations 
with them are of a significance entirely different from that 
of its relations with those non-financial houses and indi- 
viduals who bank with the Bank of England as though it 
were an ordinary bank. The third and fourth items under 
Discounts and Advances are, then, bills discouiite'd' on - 
having been brought to the Bank by discount houses 
wanting to rediscount tliem (taking balances at the Bank 
in exchange) and advances made to the discount houses 
on their having gone to the Bank of England and left with 
it acceptable collateral security. There are important 
differences between the terms on which the Bank will do 
discount and advances business for the discount houses 
and the terms it offers to its ordinar}^ customers. With its 
ordinar}^ customers the security offered, the grade and 
currency of bills discounted and so forth, are not fixed by 
published rules, though the Bank probably (like any other 
bank) has its private rules on the matter. To all appear- 
ances each transaction is a matter for direct negotiation. 
The same applies to the rates of interest and discount 
charged to the ordinary customers. Rates charged by 
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Other institutions will guide tlie general level of the rates 
charged h}' the Bank, but it is free to determine the rate 
for each transaction by negotiation. Transactions with the 
discotmt houses, on the other hand, are governed by fixed 
and published rules. The bills brought for rediscount or 
as collateral security for advances must bear two reputable 
British names, of which one (the acceptor’s) must be a 
bank or other financial house of the highest standing. 
Their currency to maturity is generally limited to three 
months, though the Bank prefers bills nearer to maturity. 
'/Tiic rate at which bills am be rediscounted at tlie Bank is 
I the celebrated Bank Rale, a rate fixed every Thursday by 
I the weekly Court of Directors, or on special occasions at 
‘ n special Court.* This Bank Rate is normally above the 
rate ruling in the open market. The rate charged for 
advances (which run usually for one week or a fortnight) 
is I per cent, above Bank Rate. Wiiethcr the discount 
houses rediscount bills at the Bank or obtain advances, 
the rate which they have to pay for the accommodation 
is normally higher than the rate which has been prevailing 
in the market — it is a 'penal rate’. Accordingly, when the 
discount houses do go to the Bank — ‘when the market 
is in the Bank’ as the phrase goes — ratas in the market 
tend to rise. For the discount houses having to secure 
money at unusually high rates will only discount new 
lulls at nitcs which will compensate tliem for the high cost 
of obtaining the money with which to buy them. 

A rise in the item Discounts and Advances may mean 
only tliat the Bsuik of England has been lending rather 
more than usual to its private customers; but such a 
change is unlikely to be large. Or it may mean (indeed, if 
the rise is great, is stire to mam) that the market is in tlte 
B.ink, i.c., that the discount houses have been forced to 

' I l.r.ow of t’o evidcrcc of the Ban?; n<nTOtl3>3 charj^ing a hi'nBtr rale 
die oIRwi d B.^nk Bale, tlsouj’h shis »<: nominallv the ‘nummum rate’. 
Fur the somewhat difrercnt prc-i<U4 possdor!, see my Bank cj Er^tar.d 
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obtain money from the Bank of England, either by taking 
bills to be rediscounted or by obtaining advances, the rate 
in the open market in either case tending to be forced up 
by the penal rates charged at the Bank of England. Such 
a rise in Discounts and Advances is most probably Ae 
result of the commercial banks finding their cash ratios 
below the desired figures and calling in their loans from 
the discount market. If all the banks are calling in to- 
gether, the discount market can only obtain the money 
from the Bank of England. Now it is absolutely funda- 
mental to the Bank’s position as a central bank that- it - 
should always be prepared to lend to the market when 
called upon. It must never refuse to help the market.. It. . 
lean charge whatever rate it thinks fit, but it must . Jetid. 
jit is the l e7ider of last resort. 

The. second part of the general item. Other Securiti(a_^^ 
is called Seairiiies. It consists of non-British Government" , 
bills, bbnds^ &c., which the Bank of England can select , 
as it pleases, and which the Bank has acquired on its own 
initiative. Included in it are the shares and debenture 
stockwhich the Bank has obtained when helping to finance 
new institutions like United Dominions Trust, the 
Bankers’ Industrial Development Company, and its own 
subsidiary Securities Management Trust. There may be 
at times some ordinary bills of exchange; but in these days, 
of scarce commercial paper it is inconceivable that the . 
Bank would seek such paper in the market, when there 
are ample Treasury Bills for its purposes. Any bonds of 
other Governments (e.g. the Indian Government) not . 7. 
.•jheld in the Issue Department would appear under this , 

. sub-heading. If the Bank of England at any time took 
. up debentures of any of its private customers — some of 
: ^vhich are great joint-stock companies — the debentures 
would be entered under this sub-heading Securities. 

' The next item on the assets side is Notes. ^ These have 
already appeared on the UabUvtks sidriTn the Issue De- 
partment and are thus merely a cross-entry which would 
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be omitted on both sides if the accounts of tlie two depart- 
ments were amalgamated.' The item shows the unused 
power of note-issue of the Bank, given the size of the gold 
stock and of the Fiduciar)^ Issue. The last item, a very 
small one, is Gold and Silver Coin, and nowadays consists 
only of silver coin held ready for issue to the commercial 
banks as they require it for meeting public demands for 
small change. 

The magnitude of many of these items is superficially 
the result, not of any of the Bank’s actions, but of its acting 
as required by its customers — the commercial banks, the 
British Government, and others — and by accepting its 
duty as lender of last resort. But some of the items — 
Government Securities most plainly — cannot be ex- 
plained even superficially in this way. The Bank..clcarly 
is not passive. And, even when tlie initiation of a trans- 
• actidn conies not from the Bank but from some outside 
source, the Bank can affect the course of its business by 
manipulating the terms on which it will do the business, 
'fhe Bank is certainly not a purely passive institution 
opening its doors and waiting to be told what to do by its 
three classes of customers. To the ways in which it takes 
the initiative and the technical results of its actions we 
must now turn. 

IL The Bank of England as Controller of Cash Reserves 

It has been said above that it is the business of the Bank 
of England to control the commercial banks. Its control 
of the commercial banks is based on two factors — the 
commercial banks’ system of allowing the size of their cash 
reserves to have great influence over tlicir most impor- 
tant operations, and the central bank’s control over the 
supply of cash. The former has already been explained 
in Chapter II. It is now our task to explain the way in 

’ For sv-T txrsmp!* of swch amalsramation of account*, see Report of the 
€o>-:r:tiSi-r Fsftame arsii Industry (Cmd. 3S97 of T931), p, 145. 
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which the Bank of England controls tlie absolute supply. 

of cash. 

What is ‘cash’ ? There are two forms of cash . The first 
is any more widely acceptable form of moneylhto^vhich. 
people may wish to change their less v/idely acceptabTe 
bank deposits. The second form is any other' claim (of 
asset) which the commercial banlis choose to regard as^. 
equivalent to the first form. The ‘liquidity’ of a' bank is 
its abiUty to exchange deposits for cash of the first form 
when demanded by the public. The second form of cash 
consists of anytliing which a commercial bank considers; 
as liquid as the first form. These definitions are extremely 
awkward; but they are, I believe, as little awk^vard as is 
consistent with true general statement of the present 
position. When we turn from the general definitions to 
apply them to English conditions our statements become 
more familiar. Cash of the first form consists of all legal 
tender money — silver and copper coin and Bank of 
England notes — that being the most widely acceptable 
form of money. Cash of the second form consists of the 
Bankers’ Deposits at the Bank of England. In the course 
of decade after decade of trust in the Bank of England, 
because the Bank of England has always been able, 
having it in its power to offer its own notes in exchange 
for deposit claims entered in its books, there has arisen 
the tradition that the Bankers’ Deposits are as useful to 
the commercial banks as are Bank of England notes. 

J ^ Cash in England may then be reclassified as first, the 
silver and copper coin provided by the Mint at the in- 
stance. of the Bank of England, and second, certain 
liabilities of the Bank of England — the bank-notes and 
the Bankers Deposits. Of these two classes of cash the 
first is ummportant — the amount of it varies little, and, 
since banks and public alike endeavour to minimize their . 
holdings of such a bulky form of money, no significant 
change in the total supply of money can be initiated by 
varying the supply of silver and copper coin. With bank- 
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notes and Bankers’ Deposits the position is quite different. 
If these liabilities of the Bank of England are increased 
there may be an important increase in the supply of 
money. With the qualifications discussed in Chapter II 
the commercial banks make their acquisition of earning 
assets, and therefore the creation of bank deposits, de- 
pendent on their cash rcsen'cs. Other things being un- 
changed, an increase in the notes and ‘cash at the Bank 
of England’ held by the commercial banks leads to an 
increase in the aggregate of bank deposits, and vice versa. 
? If it can control the notes in the commercial banks’ tills 
‘iphis the Bankers’ Deposits with itself the Bank of England 
’can control the aggregate of bank deposits in the countiy. 

At this point we must recognize the fact that as the 
.system works to-day the bank-notes have become ver}' 
much like silver and copper coins in that they beliavc as 
small change. The Bank of England docs not ever by its 
^own action directly add to the notes held by the com- 
mercial banks. The latter send round to tlic Bank of 
England for more or send some notes back as they choose, 
adding to or subtracting from their book balances at the 
Bank, just as members of the public draw notes from the 
commercial banks in exchange for bank deposits, or take 
notes to (he bank and have their bank deposits increased. 
'Fhe Bank of England allows them to draw out or pay in 
notes a.s they choose. When the commercial banks arc 
drawing out notes the Bank Return shows, on the liabili- 
ties’ side, a decrease in Bankers’ Deposits and, on the 
as.sets side, a decrease in Notes, and contrariwise. 

■"To the commercial banks, bank-notes, like deposits at 
' the Bank of England, arc idle a«^scts. They want them 
bnly to meet the demands of the public and to provide 
wlint they con.«;idcr adequate till money. Accordingly 
they customarily restrict their holdings of notes to about 
per cent, of their deposit liabilities to the public. If 
they draw more notes from the Bank of England it is 
eithe r hecauiic the public arc wanting more for circulation 
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or l)cc.uKc thtir dcj’r. it IhbHitic' ri^n. 

Lt.tvinp: iiMde the public for tht moment let us 

remunber that the tUpo it h'chiliti!.’> of the b.inh* to thr 
public will be determiuLti tm th'* attion of the banl*. in 
itcquiriu},' os^ct* . 'I’he !i.u>A*- wii! not h.A-i- inrfc,"'rj ti.clr 
nsscic, so incic.'siiur dtjsoMts, unit thtir cash rt'Vtnes 
have incrt.i'ctl. An ihtir note holdinr*! had, a- depndt*' 
incrtv''cd, fallen short of the ciotomirt q J per cent,, tfo 
other part of their c.rh n < r%c' linnhers’ Deposits at the 
Bank of Hnpland — inu<'l hn\r bun inmastth If the B.inl 
of Itnplaiu! can futtrmine th.c volume of Ban! er”’ Dt- 
posits with itself, and cm suppb, wliatc.’. trxolunicof notes 
IS appropriate to tlru level of B’mkcrs’ Depc^Mts. the- Bank 
of England w ill be eontrfillin;: the t'cncral operations of the 
commercial hanks. 


hi the eomuKrci.il hanks’ te.sh loertcs 
pi‘hlic the chain of ttcnUi is snrntrv>h.*t 
difiertni, hut the* influence ts the : ame, Suppose, for 
e\amplc, that mernhtn> of the public arc demandintt more 
notes for t-iicidalian. Astfue draw notc< ntross the bank 
counters their deposits no down as tlieir holdinfit notes 
goes up, The position of the commercial hanks is simply 
the obvcr.se of tliis; their deposit H.nbilitie.s to tht public 
arc going dowm and their aggregate cash resert to arc going 
dowui ftv f/,c smne absohut mnnwtl. 'flic ca.s}i ratio has 
therefore fallen below the tisual figure, notes being vcr\ 
much lower, Bankers’ Deposits higher bv a less extent. 

noiL" ml new (lower) level of dc- 
Lmmere' ‘ of Knglaiul takes no action, the 
snrt c ^ " j contnicting earning assets, 

nrite toT to the Icvef appro- 

Sie nnt cash. ’I’licv wBl also dmw 

and Notes England. Bankem’ Deposit, 

the romnn V England hotJi declining, while 

onL Se , " commercial banks’ cisl, Len'CS 

this in complexion. Let us picture 

this m a highly schematic arithmetical example: 
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POSITION I 
(All figure? in millions of Q 

Bank of England Banking Department 


B-ankers' Deposits 

100 Notc.s unissued 

. So 

Other Liabilities 

. 130 Other Assets . 

• ISO 


230 

Commerciat Banks 

230 

Depn'its . 

• 2,200 Cash .nt Bank of England 

. 100 


Cash in tills 

. 100 


Earning Assets 

. 2,000 


2,200 

2,200 


Ratio, 'Potal ensh: Deposits . . . 9 per cent, ] 

Ratio, Cash nt Bank of England : Deposits . 4^ per cent. >approx. 

Ratio, Cash in tills: Deposits . - • 4? pet cent.J 


POSITION II 

(after public has drawn millions notes into 
circulation) 


Bank nf England Banking Department 

Bankers’ Deposits . too Notes tinissued . . 80 

Other Liabilities . . 130 Other Assets . . . 150 

=3° 230 

Commercial Banks 

Deposits .... 2,150 Cash nt Bank of England . joo 

Cash in tills ... 50 

Earning Assets . . 2,000 

2,150 2,150 

Ratio, Total cash: Deposits . . . 7 per cent. A 

Rstio, Cash at Bank of England: Deposits . 4I per cent. >approx. 
Ratio, Cash in tills: Deposits . . . 2J per cent.J 


POSITION III 

(after commercial banks liavc reacted to fall in cash 

rcscrt'cs) 

Bank of England Banking Department 
Bankm' Depe«iir- . . 75 Notes unissued . . 55 

Otlscr Liabilities . . 130 Other Assets . . .150 

205 


205 
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Commercial Banks 

Deposits . . . • rfiso Cash at Bank of England . 7S 

Cash in tills • • • 75 
Earning Assets . • i,5°° 

1,650 1.65° . 

Ratio, Total cash; Deposits . • • 9 per cent. 1 

Ratio, Cash at Bank of England: Deposits . 4* per cent. >approi. 

Ratio, Cash in tills : Deposits . - • 4i cent. J 

Position III may never be reached. For if the com- 
mercial banks feel confident that the notes will be coming 
back from the public direct!)', they will not bother to 
disturb their earning assets. When the public ‘pay the 
notes into their accounts’ again the banks simply revert to 
Position I. This is what must happen to some extent 
every day the banks are open. In the morning spenders 
of money are drawing notes out to meet the day’s needs. 
The notes pass into the hands of tradesmen. Just before 
three o’clock all the tradesmen’s cashiers run round to the 
bank and in go the notes again. More notes are paid in 
first thing next morning perhaps (partly through ‘night 
safes’). The banks perhaps approximate to Position I at 
10.30 a.m., move towards Position II until 2.30 p.m., 
then till a little after opening time on the following morn- 
ing they are moving back to Position I. The same thing 
happens at week-ends. On Friday afternoon the em- 
ployers’ cashiers go to the banks and draw out notes, 
these notes being paid out in wages that evening or Satur- 
day morning. During Saturday afternoon and evening the 
workers and their wives are paying the money to trades- 
men, and on Monday morning to the rent-collector, and 
back come the notes into the banks. On Friday morning 
and Tuesday morning the banks are in Position I, but they 
had moved to Position II by Saturday morning and then 
back again. 

It is perhaps by now apparent to the critical reader that 
the word Notes has been used throughout the last few 
paragraphs to mean ‘Bank-notes phis silver and copper 
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coin’- This is tnie even of the simplified accounts in the 
example. The silver and copper coin is a small part of the 
total, but it behaves in precisely the same way. It is, as 
we shall see when discussing the regulation of the note 
issue, the Bank’s business to sec that it always has an 
^adequate reserve of notes and coin to meet the demands of 
^ihe con^mcrcial banks. But notes and coin arc alike in 
their behaviour. Notes behave as the ‘small change’ to 
bank deposits. 

In deciding whether to pass to Position III the banks 
have to consider whether their cash ratio is unduly low 
for the moment only. But there is another possibility 
open, which will avert the necc-ssity of passing to Position 
III even when the banks feel obliged to restore the cash 
ratio. The drop in the cash ratio has occurred because, in 
the face of a public demand for more cash for circulation, 
the Bank of England has remained purely passive. If, 
however, it is within its power to force an appropriate 
» increase in Bankers’ Deposits tlie cash ratio will be main- 
'tained. The commercial banks will find the composition 
lOf their cash unusual, till money being short; but they can 
Ireplcniish it by drawing on their deposits at the Bank of 
^England. The final position is then as below; 

’ POSITION III A 

(after the Bank of England has provided more cash) 

liariJi of Er,s;[and Banking Dfparlmntt 


Bint-fp'’ Ocpo’sir; 

, 07 Note*! imf'i’iucd 

3.1 

Other LJabilitie'; 

, 130 Other .A-t'sets . 

194 


Cnrx>nrrda! Banks 

327 


. 2,150 C»r,h at Bank of Enpknd 

07 

Xotr's in til! 

• 97 


Iktrair-K /V'sets 

. 1,056 


2. *50 

3,150 

Cs'ih rano*!: 21 In Po^itfon-t I and HI. 



n 




98 THE BUSINESS OF CENTRAL BANKS 

In this position the bariL^ have not reverted entirely to 
Position I. The volume of deposits is smaller by the 
millions which the public offered in exchange for the notes 
taken into circulation. The total supply of money of ail 
kinds in the hands of the public will, however, be the same 
as in Position I— the notes in circulation being up by the 
same amount as deposit liabilities of the commercial banks 
arc down. This result may be desired by the Bank of 
England; but it may prefer a position in which the earning 
assets of the commercial banks are vindisturbcd. In that 
event the Bankers’ Deposits must be forced back to the 
original £ioo millions level, and the Bank of England will 
lose million more of notes to the commercial banks. 
The latter will revert precisely to Position I ; but the Bank 
of England’s position will be somewhat different: 

POSITION HI B 
Bank of En^tar.d Danhin;; Drpartmfr.t 
£ millions 

Bankers' Deposits . . icra Notcr. unissued 
Other Liabilities . . J30 Other Assets . 

230 ^ 

Cornv.ndal Dcr.ks 
(as in Position 1 ). 

The reader can easily reverse the figures in order to 
follow the effects of the public’s paying notes into the 
banks. 

^yhatever the public’s action in drawing notes from or 
paying notes to tlic commercial banks the Bank of England 
■ has control over the situation provided that it can manipu- 
late Bankers Deposits at zcilL Our analysis of tlie effects 
of a flow of notes from the banks to the public has been 
designed simply to show that, whatever tlie public is re- 
quiring in the way of cash, tlie volume of deposit liabilities 
of the commercial banks depends upon Bankers’ Deposits 
at the BaiA of England. How can the Bank of England 
control this figure ? 
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The careful reader will perhaps already have noticed 
the clue to the answer in a certain difference between 
Position I and Position III b above. In the Position III B 
the commercial banks stand in precisely the same position 
as in Position 1 . In the Bank of England the liabilities’ side 
is the same in the two positions; but the composition of 
the assets side is different. Between Position I and Posi- 
tion III B the notes resting in the Bank of England have, 
gone down by £$0 millions — this amount having passed 
through the commercial banks to meet tlie increased 
demands of the public. The item ‘Other Assets’ has in- 
creased by £$o millions. The Bank of England has 
increased its earning assets by £^o millions, to provide 
the increase in cash required for circulation. To see what 
these ‘Other Assets’ might be we must turn back to the 
full Bank Return on pp. 83-4, where we see that the assets 
other than Notes (and coin) are Government Securities, 
the two classes of ‘Other Securities’ and, in the Issue 
Department only, gold. The Bank of England provides 
casli by buying securities or gold. Sometimes the change 
occurs, if the Bank docs not take tlic initiative, through 
the commercial banks calling in money-market loans, the 
discount houses being forced into the Bank, and Discounts 
and Advances rising. Or, under sopac conditions, people 
may be selling gold to the Bank. \JBut if the Bank has 
dcHhcratcly set about helping the "banking system to 
provide the increase in cash without disturbance, and 
there has been no increase in gold a\’ailablc, it vail have 
bought Government Securities. In tlic latter event it is 
said to have engaged in ‘Open Market Operations’.; The 
term Open Market Operations also covers the con%'emc 
process — ^^vhen the Bank sells securities in order to reduce 
Bankers’ Deposits. 

J«et as the commercial banks in fact control the deposit 
liabilities of the pitblic by acquiring assets of various kinds, 
offering book balances in exchange, so the Bank of 
England controls the level of its own liabilities by con- 
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trolling the volume of its assets. Changing its assets some- 
times simply occurs because the Bank of England complies 
with the wishes of people who come to it offering assets — 
e.g. bills of exchange or gold, just as a commercial bank 
can change its assets by the bank manager sitting in his 
office and saying that Mr. X can overdraw his account as 
he desires, or by the cashier accepting notes offered over 
the counter. Alternatively the Bank of England can change 
its assets by going out into the market seeking securities 
or some other assets, just as the commercial bank can add 
to its assets by buying government bonds through the 
Stock Exchange, or by buying new offices from a builder. 

The control of assets gives the Bank control over its 
total liabilities. But Bankers’ Deposits, which we have 
seen as regulators of the commercial banks, are not the 
only liabilities of the Bank of England. The accountings 
liabilitj' to the Treasurj' as stoclffiolder of course never 
changes, and may therefore be ignored. There remain 
the items Public Deposits and Other Deposits (Other 
Accounts). A rise in the Government’s balances while the 
Bank of England’s total assets, and therefore total liabi- 
lities, remain the same implies a fall in Bankers’ Deposits. 
By itself every payment made to the Government has this 
effect and every payment made by the Government has 
the opposite effect. If, the Bank of England’s assets re- 
maining unchanged, payments to the Government exceed 
payments by the Government, Pubhc Deposits rise while 
Bankers’ Deposits fall. This fall implies a decline in the 
cash ratio of the commercial banks. It seems that the 
commercial banks often ignore those temporar}' declines 
in the cash ratio occasioned by temporary rises in Public 
Deposits; but any prolonged change would lead the com- 
mercial banks to contract credit somewhat, in response 
to the decline in their cash resen'es. A movement in 
Other Deposits (Other Accounts) would work in the same 
way, though such movements are rarely either pronounced 
or prolonged. If the Bank of England, seeing the com- 
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position of its liabilities change, is unwilling to allow the 
disturbance to affect the operations of tite commercial 
banks, it must manipulate its total assets (and therefore its 
total liabilities) in such a way as to counteract the effect on 
Bankers’ Deposits of the change in say Public Deposits. 
If, for instance, hcav}’ tax payments raise Public Deposits, 
the Bank must expand its total assets, so that total liabili- 
ties arc increased by the same amount as Public Deposits. 
Bankers’ Deposits will then be unchanged and the com- 
mercial banks will be able to leave their earning assets 
^undisturbed.’ As long, therefore, as the Bank of England 
^^is able to manipulate its total assets the existence of these 
fliabilitics other than Bankers’ Deposits does not destroy 
llhe Bank’s complete control over the amount of Bankers’ 
Deposits. 

We have in this section shown how the Bank of England 
controls tlic commercial banks’ cash reserves in a general 
way only. Our answer to die question, how does die 
Bank of England control the amount of Bankers’ Deposits ? 
lias been answered only by the general statement; By 
increasing and reducing its total assets. This general 
answer wc arc now to supplement by giving some detailed 
description of the mechanism by which the Bank’s opera- 
tions govern the volume of Bankers’ Deposits. 

III. The Mechanism of Controlling Cash 

We sliall consider in this section the mechanism by 
which changes'in Bankci-s’ Deposits arc brought about by 
changes of three kinds; (i) Purchase of Tre.isury Bills, in 
the market, by the Bank of England; (2) Purchase of gold 
from ortiinan* bullion dciilcrs bv die .Bank *df Engl aiiT; 
and (3) an excess of payments to the Govcm'nient oyer 

* ’rjit operatum would leave them with a vcr>’ slightK* hiRher cash 
rstio {ihctr depwitr. having rouc <!qvto as Public Deposits at the Bank of 
EnpLunl wetit up). If the Rank of Enpl-md saw the cotruncrcia! banks 
mtctinp to this by espindinj; their eamrnfj assets, it mtpht svcll disapprove 
and reduce irv own ttssets ajrain sb'phtly, thereby redtidnfr B.inkcra’ 
Dp}soiits to the tettuired level, 
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payments hy the Government (a rise in Public Deposits). 
The first two of these changes are examples of additions 
to the assets of the Bank; the last is an example of a change 
in the composition of the total liabilities of the Bank. In 
all cases we shall stop short when we have shown how 
Bankers’ Deposits are directly affected: the reactions of 
the commercial banks to the changes are dealt with else- 
where. Cases (i) and (2) must not be confused with, 
respectively, (a) Purchase of Treasury' Bills directly from 
the Government, and (b) Purchase of gold from the Ex- 
change Equalization Account. These last ttvo cases are 
discussed later in the book. 

First, then, the mechanism of a purchase, by the Bank 
’ of England in the money-market, of Treasury Bills. This 
case has the advantage in simplicity' over Case (2) for the 
Issue Department of the Bank is not affected. We can 
confine ourselves to the Banking Department and to the 
commercial banks. The position of these at the outset is: 


Private Capital and Rest 
Public Deposits 
Bankers* Deposits 
Other Accounts 


Deposits . 


POSITION I' 

Bank of England Banking Department 
£ millions 

• 18 Government Securities . no 

• to Other Securities . . 25 

. too Notes, &c. ... 30 

• J7 

165 165 

Commercial Banks 

• 2,200 Cash in hand and at Bank of 

England . . . 200 

Earning Assets . . 2,000 


2,200 


2,200 


The of England, wishing to force an expansion ol 
a ers Deposits in order to force a general monetary 
expansion, buys in the discount market Treasury Bills 

grouped together foi 

merrifl analysis of Bank of England and com- 

mercal-bank balance-sheets see pp. 83-4 and 29-33, respectively. 
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previously held by institutions other than the banks,* to 
the amount of £10 milh’ons. Its liolding of government 
securities goes up by £10 millions (Treasuiy' Bills being 
one class of government securities). The Bank pa3's for 
the bills by giving the sellers cheques on itself. These 
institutions acquire, in cx'change for the Treasury Bills 
they had been holding, claims against the Bank of England. 
They will generally bank with one or other of tlie great 
joint-stock banks. They pay the cheques they have re- 
ceived into their accounts with the commercial banks. 
Then the deposit liabilities of the commercial banks have 
risen by £10 millions, and to set against this increase in 
liabilities they have now passed on to tliem by the reci- 
pients these cheques, which are claims against the Bank 
of England. We can conceive of a momentarj’ Position II : 


POSITION II 

liar.k of Enf;lattd Banking Department 
£ millions 


Capital and Rest 

18 

Government Securities 

120 

Public Deposiw 

Banbera’ Deposits 

. 10 

Otlier Securities 

25 

. too 

Notes, See. 

30 

Other .Accounts 

• 37 



Unpaid Cheques 

10 
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£75 


Commercial BanJts 


Deposits . 

. 2,210 

Cash in hand and at Bank of 



England 

200 



Earning Assets 

Claims against Bank of Eng- 

2.000 



land on accountof Unpaid 
Cheques 

10 


2,210 


2,210 


The commercial banks do with these cheques on the 
B.ank of England tvhai they do with all cheques drawn on 
other banks and paid over their counters— they present 
them through the Clearing House. Ignoring all other 

‘ Thr cnea; JoinT-stocI; it will be remembered, do not ordinarily 
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changes, the Bank of England will find itself on the day’s 
clearing £io millions in debt to the commercial banks. It 
takes the unpaid cheques and pays them in fact by adding 
^10 millions to the banks’ balances with itself — Bankers’ 
Deposits. The position then becomes: 

POSITION III 

Bank of England Banking Department 
£ millions 

Capital and Rest . . i 8 Government Securities . 120 

Public Deposits . . 10 Other Securities . . 25 

Bankers’ Deposits . . 110 Notes, &c. . . . 30 

Other Accounts • • 37 

175 iJS 
Commercial Banks 

Deposits .... 2,210 Cash in hand and at Bank of 

England . . .. 210 

Earning Assets . . 2,000 

2,210 2,210. 


i Fundamentally what has happened is that the Bank, has 
1 taken Treasury Bills from the market, giving, its ovt 
; I 0 U s in exchange. These I 0 U’s, in the form of 
cheques, are by the former holders of the bills , exchanged 
‘ at the commercial b^s for book I O U’s of these last 
^rdinary bank deposits). The commercial banks take the 
f O U’s, in the form of cheques which 
ey haw now taken over from the original payees, to the 
BaiA, which exchanges them for Bank of England I O U’s 
m toe form of book entries (Bankers’ Deposits). Treasuiy' 
Bills are of course British Government I O U’s. The 
entire process is an orgy of swapping I O U’s. At the end 
r ® Government owes to the Bank of England 

V public ^lo millions less than 

K i -ir Bank of England owes the commercial 

milliOTs more, and these owe the public /lo 
ions more. The monetary significance of the opera- 
lon epen s on the fact that these debts of the commercial 
banks to the public are new money, and on the fact that 
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tlic commercial banks, (mding their cash ratios increased, 
will now proceed to get still more into debt with the 
public — so further increasing the supply of money.* 

The process is precisely reversed if the Bank of England 
wants to force a reduction in Bankers’ Deposits. It sells 
Treasury Bills in the market and is paid by the buyers 
with cheques drawn on their accounts with the joint- 
stuck banks. The latter’s deposit liabilities to the public 
are thereby reduced; but at the same time the Bank of 
England has secured cheques drawn on them. The Bank 
secures payment of these cheques by deducting their amount 
from the balances in its books of the commercial banks — 
i.e. from Bankers’ Deposits. The Bank of England in effect 
says to the commercial banks : ‘Your customers have passed 
on to us your I O U’s to the amount of ^lo millions. Very 
well, we shall let you settle the debt by reducing our debts 
to you by thc;^io millions.’ Thus asale of securities by the 
Bank of England reduces Bankers’ Deposits. ^ ' 

Secondly, ^therc is the ‘gold standard’ case, jiot now of 
practical interest, In which the Bank of England purchases 
gold from ordinaty bullion-dealers. The Bank of England 
is, under the Act of 1939, cmpow’cred to issue notes against 
gold valued at the market price. 

The position at the outset is: 

po.srrioN I 

Bank (if England hnie Department 


No?« Issued: 

£ millions 

Securities {amount of Fidu- 


In Circulation 

270 cinrj' Issue) . 

200 

In Ihokine Dep.artjntnt . 

30 Gold .... 

too 


300 

300 

Bank aj En 

;land BarJdng Department 


Rsnirrs' Depo'rits 

too Gosemmem and Other Sc* 


Other Liabilities 

63 curitics 

05 


Notes .... 

30 


165 

165 


‘ AjM'dscr rwetion wJiich wHi come r«x>ncr or later is a chanstc in the 
csjT«;wtuon of ihc bants* cash resents. 
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Commercial Banks 

Deposits .... 2,200 Cash in hand and at Bank of 

England . . • 200 

Earning Assets . • 2,000 

2,200 2,200 

Then suppose that the bullion-dealers bring to the Bank 
of England gold which the Bank bu3's for ^10 millions. 
The dealers take cheques on the Bank of England. In the 
Bank of England the separation into two departments 
complicates accounts. The Banking Department has paid 
in cheque for gold; but it docs not hold the gold itself. 
The gold is passed to the Issue Department, which is then 
allowed by law to issue £10 millions more in notes. The 
notes are paid by the Issue Department to the Banking 
Department as the price of the gold. In the Banking 
Department, Notes among the assets are increased by 
3^10 millions — against which there are these cheques out- 
standing. The bullion-dealers tvho received cheques on 
the Bank of England will pay them into their accounts 
with the ordinary' banks. These latter have tlieir deposit 
liabilities to the public thus increased by £10 millions; 
and they hold Baiik of England cheques which they present 
through the Clearing House and which are met by jfio 
millions being added to Bankers’ Deposits (as in Case 1). 
We can this time for breHty omit the intermediate posi- 
tion and show the final position as: 

POSITION II 

Bank of England Issue Department 
C millions 

Notes Issued: Securities (Fiduciarj’ Issue) 200 

In Circulation . . 270 Gold . . . .110 

In Banlang Department . 40 


310 


Bank of England Banking Department 


Bankers’ Deposits 
Other Liabilities 


65 


Government and Other Se- 
curities 

Notes . . . . 


310 


13s 

40 
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Cammercial Banks 

Dcpoiit* .... 2,310 Cash in hand and at Bank of 

England . . . 210 

Earning Assets . . 2,000 


2,210 2,210 

Bankers’ Deposits have been increased by the amount of 
the gold influx into the Bank of England, and the forces 
of the monetary expansion are in motion. 

; I’he mechanism by which an efflux of gold forces a 
deduction of Bankers’ Deposits may easily be realized by 
Ireversing the argument. And by combining Case 1 with 
'the reverse of Case 2 the reader can see how the Bank of 
England can 'oflset’ the effects on the banking system of 
an efllux of gold. By open-market operations like Case i 
and its reverse the Bank of England can insulate the 
l)anking system from the effects of international gold 
flows. The Exchange Equalization Account is simply an 
institution for using this technique on a grand scale in 
secret, and since 1939 it has licld practically all the gold 
and has absorbed the shock of all gold movements. 

Finally we take Case 3, in which an excess of govern- 
ment receipts over government disbursements causes a 
rise in Public Deposits at the Bank of England. What is 
the mechanism by which a net payment is made by mem- 
bers of the public to the Government? The individuals 
dra%v cheques, for say £io millions, on their accounts 
with the commercial banks, the cheques being in favour 
of the Government. The Exchequer officials ‘pay the 
cheques into the account’ at the Bank of England. Public 
Deposits rise by £10 millions. The Bank of England now 
holds among its assets these cheques, claims against the 
commercial banks. It presents the cheques to them, taking 
at the same time millions off their balances witli it — 
Bankers’ Deposits have decreased by £10 millions. I'he 
cash rcscrv'cs of the commercial banks have fallen by £10 
miflions and their liabilities also fall by that amount, for 
they deduct the amounts of tire various cheques from the 
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balances (deposits) of the customers who have drawn 
them. At the outset suppose the position to have been : 
POSITION I 

Bank of England Banking Department 
£ millions 


Public Deposits 

AJ 

. 10 

Government and Other Se- 


Bankers’ Deposits 

. 100 

curities 

J 3 S 

Other Liabilities 

' 

Notes .... 

30 






Commercial Banks 


Deposits . 

. 2,200 

Cash in hand and at Bank of 



England 

300 



Earning Assets 

2,000 


2,200 


2,200 


Then, after government receipts have exceeded govern' 
ment disbursements by £io millions, we have: 

POSITION II 


Bank of England Banking Department 
£ millions 


Public Deposits 

. 20 

Government and Other Se- 


Bankers’ Deposits 

go 

curities 

>35 

Other Liabilities 

• _S 5 

Notes .... 

30 


*65 




Commercial Banks 


Deposits . 

. 2,190 

Cash in hand and at Bank of 




England 

igo 



Earning Assets 

2,000 


2,190 


2,190 


In Case 3, unlike Cases i and 2 above, there has been 
no change at all in the assets of the Bank of England. The 
Bank has taken no positive action: a mere redistribution 
of its liabilities has been sufficient to set in train forces of 
monetary contraction. 

The mechanism is the same if instead of the Govern- 
ment and its balance called Public Deposits we write the 
Bank of England’s ordinary banking customers and their 
balances called Other Accounts; but changes of the latter 
type are of much less significance. 
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IV. Operation of the Bank of Bngland as lender of Last 

Resort f/. 

\ 

The last section has shown how the Bank of England 
can manipfilatc its assets with the design of fixing Bankers’ 
Deposits at a certain level. But we have allowed ourselves 
to forget the position of the Bank of England as ‘lender of 
last resort’. Willingness to act as lender of last resort is 
. fundamental to good central banking' The object of the 
t ccfilfal bank must be to* ihHucrice economic events by 
influencing the way people are spending money: it must 
have power to prevent a change in the composition of the 
ipublic’s demand for money from having any undcsired 
Icffccts on economic activity. If tlic public wants to hold 
niore cash and less bank deposits, the central bank must 
be ready to provide more cash. Changes such as these it 
can meet by varj’ing its assets, as we have seen above. 
But for confidence to be complete there should be no need 
to await central-bank initiative at a time of urgency. It 
must be recognized that the ccntnil banks’ duty is to lend 
on demand — to take up assets in exchange for its otvn 
promises, which are called cash. This was a lesson 
which Bagehot taught in his Lombard Street, and in this 
countn.’ at least the lesson has never had to be learned 
again. 

‘In London the function of the central bank as lender of 
last resort is performed indirectly. There is the highly 
developed market for short-term paper described in 
Chapter III. The commercial banks lend money to the 
discount houses, so enabling the latter to hold bills. The 
commercial banks regard these money-market loans as 
highly liquid because they know tliat the discount houses, 
unlike the ordinarj' business borrower, can pay up on 
demand. The discount house can, in spite of the fact that 
it holds practically no money, meet any dc-mands of the 
commercial banks because it can take bills to the Bank 
of England and there secure, either by advances or 
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rediscounting the bills, funds with whicli to. meet the 
commercial banks’ demands. When tlic market goes to! 
the Bank it is the dut)'^ of the Bank to lend. The Bank of | 
England, it is true, has no such legal obligation; but the' 
duty is implicit in its position as central bank, and since 
Bagehot wrote it has never been questioned. 

This functioning of the central bank is a serious 
stumbling-block for us; for it appears that, when it 
recognizes its, duty as lender of last resort, the central 
ibank abdicatesjits position as controller of the cash re- 
seia'es. The Bank remains the only ultimate source of 
cash ; but it promises that it shall be as a widow’s cruse! 
The Bank of England may dispose of assets in order to 
reduce Bankers’ Deposits; but the commercial banks, 
working through the discount market, can proceed to 
replenish Bankers’ Deposits by calling upon the Bank of 
England to create more cash in response to the demands 
of the market. Suppose the position at the outset to be 
summarized : 

POSITION I 

Bank of England Banking Department 


Bankers’ Deposits 

£ millions 

. too Government and Other Sc- 


Other Liabilities 

• 70 curib'es 

120 


Discounts and Ad\-anccs . 

10 


Notes .... 

40 


170 

^70 

Deposits . 

Commercial Banks 

• 2,200 Cash in hand and at Bank of 



England 

200 

Money at Call and Short 


Notice 

150 

Other Assets . 

1,850 

2,200 

2,200 


Then the Bank of England, wishing to force a contrac- 
tion of credit, sells securities to the amount of ^lo 
millions. 
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POSITION II 

Bank «/ England Banfnnsf Dcf'arlmmt 

I, millbrit 

Bnnkcn’ Deposits . . 90 Government and Other Se- 

Other Ltabilitics . . 70 curities . . . ijo 

Discounts and Advances . 10 

Notes .... 40 

i6d 160 


Ccmmerctal Banh 

Deposits .... 2,190 Cash in hand and at Bank of 

Enpland • • .190 

Money at Call and Short 
, Notice • • .150 

Other Assets • • • i ,850 

2,190 2,190 

* The commercial banks,. tlien, .finding tlicir cash reserves'" 
short, resort to their second line of defence; they demand 
repayment of some of the Ipans^tli^y have made to the 
discount markcL The discount houses secure the £io mil- 
lions by obtaining advances at the Bank'bfTngland (ivliicli 
as lender of last resort "canhbr refuse to acebrnmodate 
tliem), and pay the £10 millions, in cheques on thVBank 
of England, to the commercial banks. Bankers’ Deposits/ 
therefore rise again by the £10 millions — they arc back^ 
again at £io millions. The position may be summarized : 

POSITION III 


Bank 0/ Etighr.d Banking Dcparlinent 


Bsrtkers’ Depenits 
Other LiahitiuVs 


Deptrin . 


jC 

loo Government and Other Se- 


70 curities - • .110 

Discounts and Advances . 20 

Notes .... 40 



Ccinxrirrtinl Banks 

. 2,190 Cash in hand and at Bank of 

Enpland • • • 200 

Money at Call and Short 

Notice • • • 14® 

OUjcr Assets , . .1 ,850 
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Bankers’ Deposits are restored: the cash basis is just as 
great as it was before. Has the Bank of England undone 
witli its left hand what it so carcfullj' did with its right 
hand? Not entirely. There arc certain differences be- 
tween tlie position at the outset and that now reached. 

Of the four differences, three may be perceived by a care- 
ful comparison of the figures in Positions I and III above. 
First, there has been a redistribution of tlic Bank of 
England’s assets: Securities arc down by £io millions, 
and Discounts and Advances are up b}' that amount. 
This, however, is unlikely to bother a central bank, which 
is not working for maximum profits. Second, there is a 
change in the assets held by the public: the public holds 
;^io millions less money (deposits at the commercial 
banks) and £io millions more of securities (those sold by 
the Bank of England). The redistribution must have 
forced some change in interest rates;’ but ordinarily the 
change will have been infinitesimal and can be ignored. 
Third, there is a change in the ratios which the liquid 
assets of the commercial banks bear to the deposit liabi- 
lities. The cash ratio and that of bills is up a trifle; but 
the proportion of other liquid assets — Money at Call and 
Short Notice — is more seriously down. Were this dis-^ 
turbance of liquid assets the result of a shortage of suitable, 
assets in the market, the banks, following .(he -secondly 
liquidity rule, might be prepared to acquiesce. "But in the [ ' 
case we are considering they are on the whole likely to^ 
seek to reduce as soon as possible their other earning 
assets. On balance the repercussions will be contractionist. 

The fourth and most important difference between the 
original and the final position does not appear in the 
figures above. This change is that Bank Rate has been 

* Money being an asset the holding of which entails sacrificing either 
current consumption or investment income, the public will be induced to 
hold more money and less securities only if the money price of the latter 
is nused to less attractive levels. Alternatively one can say that the prices 
of the securities must be raised so that the interest yield is less, in order 
to reduce the sacrifice entailed by the holding of barren money. 
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made *cjffeciive'. The discount houses have to obtain funds 
at the Bank of England to replace funds called in by the 
commercial banks. Now whereas they can generally 
obtain funds from the commercial banks at rates 1 : or i4 
per cent, below Bank Rate, at the Bank of England they 
have to pay Bank Rate, or, if they are using the Advances 
method, | per cent, above Bank Rate. The higher cost of 
f their ‘raw* material’ makes it necessary for them to raise 
i tlic rates at which they will discount new bills. Discount 
Initcs in the market therefore move up towards Bank Rate, 
If it chooses, the Bank can then raise Bank Rate with the 
assurance that market rates will also rise; the fact that 'the 
"market is in the Bank’ enables it to make effective any 
Bank Rate it chooses to announce. The Bank of England 
acting as lender of last resort never refuses to create cash 
on demand; du/ it ran impose its oten price. 

As the ultimate source of cash the Bank of England thus 
exercises effective control over those short-term rates of 
inicrc.st which are quoted in the discount market. But the 
influence of Bank Rate is far wider than that. Experience, 
into which we need not enter here, has led to the com- 
mercial hanks’ adopting the official Bank Rate as the basis 
for wellnigh automatic sliding scales for tlie general run 
of their ov,'n business;; Commercial banks earn their living 
primarily by offcring^moncy now (deposit entries in their 
own book.s) in exchange for cl.iims of various kinds to 
money in the future, charging interest as the price of their 
service. For liquidity reasons they generally prefer the 
claims whicli they’accept to be 'short-term assets’. Their 
operations "arc "accordingU' in general essentially short- 
tenu loan operations, and the h.anks arc by far the biggest 
operators on this side of the short-temt market. Regula- 
tion of their tenns bv Bank Rate accordinglv makes the 
latter the guide to short-term interest rates in general. 
7‘iie nstvs chargcti for ordinary' overdraft advances, for 
example, though alw.ays above Bank Rate arc generally sub- 
ject to a *B.\nk Rate clause’ proi'iding, wth rescn,Mtion.s, 
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for automatic change following a change in Bank Rate. 
Loans to the discount market are almost completely sub- 
ject to Bank Rate variations, and we have already seen 
how discount rates are governed by the official Rate. The 
commercial banks pay a rate of interest to people who hold 
unchequeable balances (Time Deposits) with them, and 
this rate (a short-term interest rate, since the deposits are 
exchangeable for cash at short notice) is frequently also 
subject to a Bank Rate clause. 

Fulfilment of its duty as lender of last resort, then, does 
not destroy the Bank of England’s power over the banking 
system. Tts functioning as lender of last resort does meacT 
that its powers over the aggregate supply of money are 
subject to some temporary handicap; but as the ultimate 
source of cash it can always exercise great influence over 
the prices at which the money is made, available to the 
people (borrowers) who want to spend it.l The effect of" 
this price control, or ‘Bank Rate policy’, oh the economic 
situation is considered in a later chapter. 

V. The Regulation of the Note-Issue 

In the preceding sections we have shown how the 
central bank bases its power on its position as the ultimate 
source of cash. In the example of the Bank of England, 
regulation of the amount of Bankers’ Deposits gives the 
Bank the power it needs. But the habits of the public in 
wanting notes and smaller change in varying amounts 
and the dependent habit of the banks in wanting notes, 
&c., to hold in their tills involve a connexion between 
Bankers’ Deposits and the issue of notes and smaller 
change. 

The commercial banks adjust their earning assets, and 
therefore their deposit liabilities, to changes in their cash 
reserves.^ Haying made a given adjustment in their total 
deposit liabilities, they seek to adjust their till money to 
the new level of deposits, by exchanging part of Bankers’ 
Deposits for notes, or notes for Bankers’ Deposits, accord- 
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ing to v/hctlicr the change has been expansionist or con- 
tractionist. This change in the banks* tiil-money require- 
ments is likely to l)C reinforced by changes, in the same 
direction, in the public’s demand for notes for circulation. 
In controlling the volume of Bankers’ Deposits the Bank 
of England must always remember that an increase in 
Bankers* Deposits is certain to lead to an increased de- 
mand for notes, and that a decrease in Bankers’ Deposits is 
certain to lead to a decreased demand for notes. The careful 
readcrwillhavcnoticcd thatin all the schematic examples wc 
have analysed in the preceding sections the Bank has been 
assumed to have a rescrt'c of unused notes adequate to meet 
all the demands which arise. Wc have now to c.xaminc the 
circumstances which regulate that resep.’e of unused notes. 

WTat is true of the influx and efflux of notes at the 
Bank of England is equally true of the influx and efflux 
of smaller change — silver and copper coin. The Bank of 
England must always be prepared to exchange Bankers’ 
Deposits for silver or copper coin on demand, in order 
that the commercial banks may always be prepared to 
exchange the deposits of the public for silver or copper 
coin on demand. The Bank of England must tltereforc 
always have an adequate supply, else its regulation of 
Bankers* Deposits may be cramped. The English system 
of providing subsidiary coinage (for so the silver and 
copper coins arc described by economists) docs ensure 
that the Bank of England shall always have at its com- 
mand an adequate supply. The coins arc produced by 
the Royal iSIint, vdiich is a government department. The 
Royal Mint btiys mct.als in the ordinar}' metal markets 
and entjages labour, &c,, to make the metal into coins. 
It makes its p-wnents (jtist as docs any other government 
iicp.irtmefU) by drawing on the Public Deposits at the 
Bank of England, It is always prepared to sell new coins 
on demand to the Bank of England, If the Bank of 
England fmd«? that its reserves of silver coin are running 
low (jLs a result of the commercial banks* having been 
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drawinp silver coin from it) it htip some more froin tlic 
Royal Mint. 'The Bank pa}'s the i\Iint by addinp the 
appropriate .sum to the balance of that government de- 
partment, so Public Deposits arc increased. Meanwhile 
the Royal IMint is paying for its raw materials, labour, &c., 
by transferring its bank balance (part of Public Dcpo.sits) 
to individuals. This, like any other government disburse- 
ment, adds to Bankers’ Depositr-— indeed it rc.storcs them 
roughly to the level at which they stood before the com- 
mercial banks drew on them to obtain the .silver coin 
wanted by the public. There is no restriction on the sup- 
ply of this money. The Bank of England, in regulating 
the volume of Bankets’ Deposit.s, need never stop to tliink 
whether it will be able to supply the appropriate amount 
of silver (and copper) coin. The Bank lues a free hand. 

Curiously enough this sy.stcm does not apply to the 
issue of that other form of small change which we call 
notes. The Bank of England allows the commercial bank.s 
to draw out or bring in notes, just as it allows them to 
draw out or bring in silver, as they please, the transaction 
always being one of exchanging Bankers’ Deposits for 
notes or coin, or vice versa. But whereas when it pay.<; otit 
coin the Bank of England knows that there is the in- 
c.\'haustii)le fount of the Royal Mint beliind it, always 
ready to replenish an ebbing stock, in the ca.se of notes 
there is no such inc.xhaustil)Ic fount. No Royal Mint sells 
notes to it on demand. Instead there is its own Issue 
Department which, unlike the Royal Mint, is not allowed 
to coin money without restriction. The restrictions im- 
posed on tlie Issue Department by the Currency and 
Bank Notes Act of 1939 may be recapitulated here. The 
Issu e Departmen t. isj^lQW’c^to.issuojiQtc s to t tiea'aluc, ' 
at the~b fficiSrmarket price, of the gold it h olds. In 
add itionTi t is allo wed to ' iss ue notes, 'u nbacked’ % ^old, 
t o whate ver sum.jiiayJbc.-, 

agreed uporr~by the Ircasury on application bv the 
Bank. Treasur}' permission to raise this ‘Fiduciaiy Issue’ 
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above £260 millions for more than two years is subject to 
parliamentary review. At the moment (I^fay 1946) the 
Fiduciary Issue is ^^1,400 millions. 

The superficial effect of these restrictions on the Bank’s 
operations is that, in regulating the volume of Bankers’ 
Deposits, it must always keep an eye on its reser\T of 
unused notes. Unless the sterling price of gold rises, ^ the 
Bank can only add to its supply of notes by securing more 
gold or by securing Treasury consent to an increase in 
the Fiduciary Issue. When more gold is brought to it 
by bullion-dealers the increase in Bankers’ Deposits is 
automatically accompanied by an increase in the legal note 
issue so tliat the Bank need not worry about where the 
notes arc coming from to support the increase in Bankers’ 
Deposits. But when the Bank wishes to cause an increase 
in Bankers’ Deposits when no gold is coming in, or when 
it wishes to protect, by open-market purchase of securities, 
the level of Bankers’ Deposits from the result of an efflux 
of gold (which reduces the legal note-issue), it finds its 
hands tied. Its policy becomes subject to explicit T rcasurj’ 
approval and ultimately to parliamentar}' review. 

It is worth pausing for a moment to consider why, when 
its general opcnitions were still in form free from govern- 
ment control, the Bank of England was so tied to Treasury 
approval whenever note-issue movements were in question. 
The complcle freedom which marked the issue of coin 
stood in curious contnist to the licdging-about of the 
issue of bank-notes. Why this contrast? The full answer 
is one of the most cxlraordinaiy stories in monctarj' 
history, far too long a story' to tell here.- The main point 
is that while authorities long ago recognized that silver 
and copper coin fonns no significant part of the total 
supply of money, and that an increased facility of supply 
tlrcrx^of will induce no one to spend money more freely, 

* Imflriai.: a chanjjc in iSie ir.'sportajU fofcsjrti cjcdiangc ratr^. 

"n»'; Jrsffer Vklll tir,.! inurfi -of tljc frtofy in T/> 

lintiih Stututfi ixnJ Dcamniu 
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bank-notes were regarded as a substantial part, indeed 
sometimes the main part, of the total supply of money. 
Tying the supply of notes to the supply of gold therefore 
implied making the supply of money dependent on the 
supply of gold — ^wluch was w’hat people in those days 
wanted to do. Later, when it was realized that bank 
deposits formed the bulk of the supply of money, the chain 
becanie more complex. The supply of bank deposits, it 
was argued, depended on the supply of cash. The supply 
of cash depended on the supply of notes. Therefore tie 
the central bank’s hands, in creating cash, by tying the 
supply of notes to the supply of gold. Then the supply of 
money would be regulated by the supply of gold — w'hich 
was still the desideratum. Such was the position reached 
before 1914. People still paid lip-service to this ‘Cur- 
’ rency Principle’ and to the Bank Charter Act of 1844 in 
which it was enshrined. They had in fact found ways of 
working the system on other lines, but still within the 
framework of the 1844 Act.* When the system was re- 
enacted in 1928 the general principle of t}’ing the note- 
issue to the supply of gold was retained; but it was made 
subject to Treasury power to adjust the Fiduciarj’ Issue 
on application by the Bank of England. Even in 1939 
more than a vestige of the old way remained. The note- 
issue and therefore also the general operations of the 
central bark remained nominally tied to gold; but tlie gold 
valuation became variable and the Fiduciary Issue became 
so elastic that we can almost forget the tie with the gold 
supply. The vital tie became that which subjected the 
Bank of England to Treasury'- approval. Thus the legal 
framework of subjection of the Bank to the Treasury w^as 
already established in 1939, and it was within this frame- 
work that the Treasury and the Bank worked hand in 

* Not the least extraordinary part of the whole story is the way in 
which the Act of 1844 tv'as sacrosanct in the pre-i9t4 City — o coinihunity 
\vhich was thoroughly "Banking School* at heart and which worked the 
system in a roughly Banking School way. 
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glove for some years before nationalization put the rela- 
tionship on to a written basis more thoroughly consistent 
with the established conventions. 

It is often said that the central bank should have a 
monopoly of the note-issue in tlie country which is its 
sphere of operations. Yet in fact the Bank of England, 
Which is often regarded as the pattern central bank, has no 
monopoly ; certain Scottish banks enjoy a limited right of 
note-issue, I’he argument that the central bank should 
have monopoly of the note-issue is based on the realiza- 
tion that it must control the banking system byj^eing the 
ultimate source of cash. If the otlier banks are free to 
provide themselves with cash by printing notes of their 
own the central bank can be thwarted. This argument 
is perfectly sound provided that tlie notes of an individual 
bank are absolutely equivalent to other kinds of ‘cash’. 
TJje less freely can other cash be replaced by commercial- 
bank notes tlie less does it matter if the central bank has 
no monopoly. The controversy w-as a lively one from time 
to lime in nineteenth-century England; but its relevance 
to-day is rather to those countries wliere new central 
banking systems arc being established.’ 

'I'he cash which originates in the central bank consists 
of its own notes and its deposit liabilities to the commer- 
cial banks (Bankers’ Deposits in tlie Bank of England). 
If any commercial bank has the power to issue notes and 
its notes are absolutely interchtuigcable witli tlie other 
kinds of c.isb, tiicn it is free from all central-bank checks 
on the evpansion of its assets (and therefore its share of 
the total supply of bank money). This absolute cliangc- 
ability implies readiness of die public, ail over the countiy, 
to accept its notes as \ri!Iingly as central-bank notes are 

* ej;. Caii.-da, where the conimcrda! bant.s’ original antipathy to 
t))e e^»es!<h<hn><-rit of a centra! tjank was parity due to people aijjuinj; tlsat 
the crntrel Ijar.k nnii! ijiri! twer the entire note-itsue of the coarncrdal 
hanki). Had tJse r Ce-Htue powers required by a central bsnl; been more 
fuUj tmdcrsti>»«! the wrntnt-tcsa! banks mipiit liave been i«s fearful of ? 
icnsrsbbaril. jchcntc. 
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accepted, and a willingness of other commercial banks to 
accept the notes of this commercial bank instead of its 
balances at the central bank in settlement of inter-bank 
indebtedness arising in the Clearing House. These are 
very serious qualifications. If they are not fulfilled the 
commercial bank which is expanding on the basis of its 
own note-issue will find its reserves of other cash (central- 
bank notes and deposits) being drained away by people 
and by banks who, having received payments in the com- 
mercial-bank notes, hasten to exchange them for the more 
widely acceptable forms of cash. A purely local bank, 
such as were most of the country banks of mid-nineteenth- 
century England, could clearly not regard its note-issue 
as freeing it from central-bank control. If it expanded too 
rapidly it would lose an essential part of its cash reserve,' 
It is not so easy to see what is to deter excessive issues by 
, a number of commercial banks all over the country which 
keep in step with each other in their expansion, in the 
same way as, compelled by ebbs and flows of cash, they 
keep in step in any other expansion of deposits. What 
would then happen would be a decrease in the ratio of 
cash at the central bank (Bankers’ Deposits) to deposit 
liabilities to the public all round. These reserves at the 
central bank are generally used for the settlement of 
Clearing House balances; but if the banks were equally 
willing to accept from each other payment in each other’s 
notes (i.e. if commercial-bank notes were regarded by the 
commercial banks as precisely equivalent to deposits at 
the central bank) they could afford to allow their reserves 
at the central bank to decline relatively to their deposit 
liabih’ties. Difficulties for the central bank arising there- 
from can be averted if law (or custom having almost the 

It may, however, be argued that some time may elapse betw^een the 
damaging local expansion of credit and the cash drain which puts a stop 
to it. The question was keenly debated by many writers on English 
banking in the first half of the nineteenth centurj'. A review of the con- 
troversy will be found in Viner, Studies in the Theory -of International 
Trade, pp. 154-65. 
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force of law) imposes a quite artificial distinction between 
deposits at the central bank and commcrcial-bank notes. 

. This can be done by law or custom compelling the com- 
mercial banks to hold at the central bank balances equal 
j to a certain percentage of their deposits plus notes. This 
i i.s quite a common provision in modern banking codecs, 
and where it exists the general argument against com- 
mercial banks having the right to issue notes breaks 
down.* In England custom alone dictates that the com- 
mercial banks should hold deposits at the central bank 
equal to about 4I. per cent, of their deposit liabilities; but 
the custom is probably sufficiently .strong for the central 
hank’s monopoly of the note-issue to be unessential to its 
controlling powers. 

If tlierc is any feeling that unrestricted note-issues of 
.commercial banks undcjTnine the authority of the central 
bank the law cum restrict the commercial banks’ issues in 
such a way as to restrict to the central-bank issue all power 
of significant variation.* The commercial banks can be 
granted the right to issue up to certain maximum amounts 
■ — maxima which it is expected will always, under any 
conceivable conditions, be approached. Then the com- 
mercial banks, though enjoying the income derived from 
these i.^sucs, arc unable to indulge in a policy contrar)’ to 
The will of the central bank, for the latter, controlling the 
variable part of the issue, can make the total note-issue and 
total cash what it chooses. This compromise is attractive 
when the Icgi.slaturc i.s unwilling to transfer from the 
commercial banks to the central bank ail the income de- 
rived from note-issues^ but docs not want to leave the 
ceistrnl b.ink’s powers subject to any handicap. The com- 

* 'rhett mns-sJu some cssf arains* it ia countries tshcrc lianfcing is 

tchtjw!) v,hcn: accotdinpty bant dcjKvaits are no; the 

sl-iminjnt of the ^upjvty of money, 

* Ses'o.nal ssricuons nsay quite be allo'.^ed in cornmrrda!- 

hsn\ (’‘‘.U'-s. 

^ Kntrs- area frmree of income to the ist'icr, for he can issue 

zh.em (5»lr dfpir its) tn cscfi sr-pc f <t eaminp 
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promise was devised by Peel for the transitional period, 
following the Act of 1844, during which the country issues 
were gradually terminated, and more recently it h^ been 
used in Canada. The compromise system remains the 
system regulating the note-issue in Scotland. 

VI. Central Banking in the United States 

In the earlier sections of this chapter we have been con- 
cerned with the general principles of central banking 
technique, with special reference to the English system. 
We proceed now to show how these general principles 
are applied in the somewhat different structure of Ameri- 
can banking. The particular technique of central banking 
which has been devised to suit the American structure 
and American susceptibilities is bound to be a pattern for 
central banking operations in many other countries. But 
in the newer countries of the world, particularly the 
British Dominions, the technical problems of central 
banking are so different from either British or American 
conditions that we defer discussion of them to a separate 
chapter at the end of the book. 

Let us emphasize at once the applicability to American 
conditions of the fundamental principles of central bank- 
ing -which have been discussed above. In tlie United 
States as in Britain the power of the central bank over 
the commercial banks is dependent on the central bank’s 
position as an ultimate source of cash. Cash in America 
consists of Bankers’ Deposits at the” Federal Reserve 
Banks and the bullion certificates (both gold and silver 
certificates) which are issued by the Federal Treasury^ in 
exchange for bullion. The bullion certificates take the 
place of the Bank of England notes issued against gold. 
There are a number of other ty'pes of notes in circulation, 
but all significant changes in their supply are now under 
the control of the Federal %seiye System.^ The Federal 

' It is injpossibie in the space of this book to give all the complicated 
deta^ of the American monetary s>-stem; they must be sought in the 
special works on the subiect. \ 
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Htscrve System can add to the supply of cash by adding 
to its assets, and contract the cash resenxs of the banking 
system by selling assets, just as the Bank of England does. 
It can put its own price on the use of money which it 
creates when it functions (as it is bound by law to do) as 
lender of last resort. In all these wa}'s the American 
system is p;irallel to the British. The significant differ- 
ences of structure are two: (1) in Americti the commercial 
banks have direct access to the central bank as lender of 
last resort, and there is normally some commercial-bank 
indebtedness to the central bank, whereas in Britain the 
contact is indirect, the commercial banks being custo- 
marily able to secure cash from the central bank only 
through the channel of the discount market; and {2) 
whereas in Britain the cash ratio is customary only, and 
is one flat nilio applied to all deposits, in America the 
cash ratios are different according to the classes of deposit 
liabilities; they arc legal minima, and they have been 
subject to revision by the central bank. 

In English conditions a bank requiring to replenish its 
cash reserves calls in loans which it has made to discount 
hoiLses, and the di.scount houses provide the bank with 
the Bankers* Deposits which the bank is wanting. The 
United States, when setting up their central banking 
sy.stcm, could not establish a discount market overnight, 
so that their choice of the Jiltcrnativc system was Hobson’s 
dioicc. Any mcjnber bank desiring to replenish its cash 
reserves can do so by taking to its Federal Rcscn'c Bank 
certain classes of a.ssets’ and borrowing directly from the 
Reserve Bank, just a,s a discount house would borrow 
from the Bank of England. Or it can rediscount eligible 

* 'Eiip'jtik’ werr origmally certain narrowly defined ci.wc3 nf 

‘sell*hqv»d3?jn.(r paper’. But under the Act of U;35 the ‘Resenx Brink's 
nsay nsskt loans so member banks on paper otherasBe described as in* 
ebyible, but subject 10 tbe pwisson that they s-halj t>c for nut more than 
four tnonth-s tusvl tb.rs a penalty tn the wsy of intcrett l>e added of not 
If is. ikm J per cent/ (sec A» D. Gayer, ’Tlie U.S. Banlint; Act of tojs’, 
m /-revuv^sui- yosnoKj/, 1935, B' 7^3l- 
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and less sharply still in the remoter partsd When the 
Resen-e System wants to force a contraction of bank credit 
its first operation has generally been not to raise its dis- 
count rate but to sell securities in die open market. 
’ Selling securities diminishes (as in England) commercial- 
bank casli rcser\'ca and deposit liabilities by equal abso- 
lute amounts. To support their cash rcsenxs at the legal 
^minima the member banks have to borrow from the 
Reserve Banks. The rise in member-bank indebtedness 
at once leads to a general contractionist movement, 
interest rates charged by bankers rising all over the 
countr}' — more in IsW' York, less in the remote country' 
districts. The Rcscn'c System then proceeds to raise its 
own rcdi.scount rate, bringing it into line with the gener- 
ally higher structure of interest rates in the country'. In 
England open-market operations (apart from offsetting 
operations) arc apt to be used rather to make an existing 
official rate ‘effective’ in the discount market: the general 
structure of bankers’ rates moves witli tlie official rate. 
But in New York the open-market operations arc used to 
initiate the movement in rales generally, the change in the 
official rediscount nitc coming at the end of the process, 
and doing scarcely more than registering accomplished 
fact. 

An expansionist movement has frequently been initiated 
in life same w'ay. ‘Fhe Rcscr\'c System has purchased 
securities in the market, member-hank indebtedness h:is 
fallen to unusually low levels, and perhaps excess resenx-s 
(i.e. reserves above the legal minima) have appeared. The 
member banks have then reduced interest rates and set 
about .adding to llidr assets. Rates of interest in the 
market having actually fallen, the Rcscn'c System reduces 
its official rate, this change being the last and not, as in 
Engl.rnd, the first st.agc of the operation, 

f TlJi stnicttirr of inttm: rsM 6wr the muntn- L by no 
r«r-ci.!li'r to Uritrsi States. In r'caeral ns’et tend to 1 >e 

8? ihr TTtor.fixry cerslfet ^nd reJttth-tly rijtid in On: rento;- j-cjrion*. 
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Dislike of member-bank indebtedness to the Reserve 
Banks, on which the above process depends, had un- 
fortunate effects in the banking crisis of 1933. Public dis- 
trust in the solvency of a commercial bank leads to a 
demand to exchange the debts of that bank (‘deposits at 
that bank’) for other forms of money. The only way in 
which the spread of panic can be checked is accordingly 
for the central bank to take over from the commercial 
bank, as rapidly as it can, the assets of the commercial 
bank, giving in exchange its own liabilities which will 
probably, at any rate in the early stages of a banking 
crisis, be acceptable to the public. If, instead of this, the 
commercial bank simply presses its claims agaihst other 
banks, as generally happens in a correspondent banking 
system, not only one commercial bank but a whole chain 
of banks is likely to be forced to close its doors. If a repe- 
tition of the banking crisis of 1933 is to be avoided not 
only must the central bank realize the full extent of its 
responsibilities, but commercial banks must also be quick 
to resort to the central bank rather than attempt to 
push their troubles on to correspondent banks. Fuller 
use of the central bank in difficult times is facilitated by 
the considerable extension (b)' the Act of 1935) in the 
classes of assets which may be taken over by the Federal 
Reserve System; but unless the member banks are ready 
to use these facilities, and use them promptly, the great 
advantages of having a lender of last resort are lost.^ 

The second great difference between the American and 
English systems is that, while in England the cash ratios 
of the commercial banks are determihed~by~the’^Siks’ 
owTi observ^ance of custom only, in America the cash ratios 
are determined by law. Under the amending Act of 1917 
the legal cash ratios were fixed at 3 per cent, against Time 

’ Full use of central-bank facilities does not, of course, protect depositors 
from the consequences of a commercial bank having incurred losses 
beyond the amount of its proprietors’ capital: hence the need in the 
United States for the Deposit Insurance System. 
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Deposits (Deposits cashable onh' at notice of at least one 
month) and 7 per cent., 10 per cent., or 13 per cent, 
against Demand Deposits according to the geographical 
position of banhs, Tv'Iembcr banks in New York and 
Chicago, where the banks in the correspondent system 
have great liabilities to other banks, had to maintain the 
13 per cent, resen-e. Member banks in other so-callcd 
reserve cities had to maintain the intermediate ratio, the 
lowest ratio applying to all other banks. These legal 
minimum ca-sh ratios refer to theproportion which member- 
hank resciv'cs at the Reserve Banks must bear to the 
member banks’ deposit liabilities to the public. Till 
money is not included in legal resert'cs. The legal ratios 
detailed above are comparable to the English figure of 
4I per cent, (the ratio of Bankers’ Deposits at the Bank 
of England to total deposit liabilities to the public), not 
to the English 9 per cent. In other countries the cash to 
which the legal ratio is applied may include forms of cash 
other than deposits at the central bank. 

The distinction for this purpose between Time Deposits 
and Demand Deposits is due to the limitation of the 
public’s right to c.xchangc Time Deposits for cash. This 
point shows how the cash reserve ratios were based on 
the protection of the public against banking illiquidity 
rather th.an on the significance of the cash ratio for central- 
bank control. The ver}’ much lower ratio to be held 
against Time Deposits than the ratios to be held against 
Demand Deposits may be, as we shall sec in a later 
chapter, a source of embarrassment to the efficiency of 
ccntral-h.ank control. Despite much discussion on this 
point, the confusion between legal regulation of cash 
reserves to protect tlic public against banking illiquidity 
and Icg.il regulation of cash reserves to give control to the 
central bank has continued to appear in new centnd-bank 
charters (as c.g. in those of New Zealand, the Argentine, 
and India), For purposes of central-bank control one 
fl.1t rate is highly dt'sirablc. Open-market operations may 
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then be relied upon to cause a predictable change in the 

aggregate supply of bank deposits in the countrj\ 

The control which the institution of legal minimum 
reserves gives to tlie central bank may be contrasted with 
the English system in which reserve ratios, being only 
customar)^ can be altered at the will of the commercial 
banks. But the contrast must not be misunderstood. In 
America the member banks may not allow their cash 
reserves to fall below the legal minima; but there is no 
law to prevent them from raising their resen'cs above iht.. 
legal minima. As we have seen in an earlier chapter, 
however, the profit motive may normally be relied upon 
to prevent the maintenance of excess rcserv’es. The 
exception to this rule occurs when the earning assets 
available for banks to take up are not, in one way or 
another, sufficiently attractive. We saw how in England 
a shortage of the more liquid assets or fear that the prices 
of medium-term government securities might fall could 
induce the commercial banks to allow their cash ratios 
to rise. In America similar circumstances were at work 
during the nineteen-thirties, when the supply of bank 
cash was greatly increased by the gold influx. The demand 
for commercial loans was at a very' low ebb, reaction after 
the banking crisis had made the banks unwilling to touch 
whole classes of assets, and they had taken up enormous 
amounts of government securities. As yields on these 
securities were very low and their future prices uncertain, 
the banks were unwilling to stuff their portfolios with 
government securities ad infinitum and preferred to allow 
their cash ratios to rise far above the old legal minimum. 
A position arose in which the surplus reserves of the mem- 
ber banks were so great that it became simply impossible 
for the Reserve System to bring any contractionist pres- 
sure to bear by selling securities. Their ‘ammunition’ 
might well have been exhausted long before member- 
ba^ reserves had been brought domi to the legal minima. 
With boom conditions already appearing, the central bank 
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%vas povrcricss to do anytldng to chcclc an enormous in- 
flation of bank credit as the demand for it developed. 

To meet this extraordinarj" position the Banking Act of 
1935 empowered the Fcdernl Reserve Board to var)* any 
or all of the legal ratios up to between the former levels 
and tv.'icc those usual levels. TJie ratios were raised, in 
three stages, to the maxima allowed by this law — 6 per 
cent, against all Time Deposits, and 14, 20, or 26 per cent, 
against Demand Deposits. In April 1938, in conditions 
of business recession, these ratios were reduced to 5, 12, 
17I, and 22^ per cent, respectively. This power to var}* 
the reserve ratios of the commercial banks is an impoilant 
adjunct to the powere of a central bank, as it can be used 
to reduce enormously the extent of the open-market 
operations necessary to enforce a given policy- In New 
Zealand the Governor of the central bank, acting with the 
authority of the Minister of Finance, has power to raise or 
lower the reserve requirements, subject only to a lower 
limit. In a countr)^ such as New Zealand, where extensive 
open-market operations by the central bank are subject 
to great handicaps, the mere existence of the reserve- 
variation weapon acids greatly to the influence of tfie 
central bank. 

Differences of structure and~curiously enough — 
similarities of tradition have made open-market operations 
the typic,il initiatory action of the American central bank, 
while in England Bank Rate changes more often come 
first. But this difference i.s superficial only. In both cases 
the central bank's action is directed to controlling lire 
supply, and ilicreforc the price, of b:ink money throughout 
the banking system. In both eases its control is dependent 
on its popition s’? ultimate source of cash,’ and on the 
vommrrdal banks being obliged by custom (in England) 

^ In Kf'ii Ic'nt pwEtnrt rtif Jtiuf.nrin'fi So supply 

cjsh in for piili Oubjrtt to cenum prire co.nrf(i:-,-q are .t source 

ftabifta-fui-nl Iff tJif orrtt.-al I>, uli, in fh-t nu autihsrv’ of ca-Ui 

It cws*cfl. Tills Iv.udrntisj t<f t!i(» f ifn'rrl Mnl'; E, Euuis.tr, ir.icr.tionaL 
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or by law (in America) to maintain certain cash leservcs. 
Tlic absolute amount of cash is subject to central-bank 
control: given the absolute amount of cash, and given the 
cash rcscr\'c ratios of the commercial banks, the volume 
of deposits is determined. 

This completes our discussion of the fundamental 
powers of a central bank. We have already seen how its 
operations may be hedged about by note-issue laws re- 
stricting its freedom in creating cash. We have now to 
CNamine the rather different question of whether the 
power of the central bank is dependent on its confining 
Itself to the central banking functions which we have been 
discussing in the last five sections. 

VII. T)ic Cciitial Bank ur Banka to ike State and 
to Others 

The central bank’s control over the commercial banks 
depends on its power to create cash and on the com- 
mercial banks’ need to relate their liabilities to their cash 
I esetv'cs. Tlic central bank’s power to create cash depends 
on the fact that claims against it — its deposit or note 
liabilities — arc regarded as cash. The more I O l)’s it 
likes to create, the greater is the supply of cash. The 
deposits at the central bank which stand in the names of 
the commercial banks are the basis for the whole super- 
structure of bank deposits in the country. But if the 
central bank acts as banker to institutions other than tlic 
commercial banks, part of its liabilities arc not used as 
cash at all, but form part of the total of ordinary bank 
deposit in the countr)'. A redistribution of central bank 
liabilities, in favour of Bankers’ Deposits and against 
Other Accounts, in effect causes an increase in the cash 
basis of the commercial banks. Such a redistribution can 
be caused in the same w’ay as when the deposit liabilities 
of the commercial banks are redistributed — ^by one 
customer drawing cheques in favour of other customers. 
Clearly the power of the central bank’s customers to 
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c-aupc, m tijjs way, a change in the cash basis of the bank- 
ing system, without the central bank's taking any action at 
all, is potentially a source of cmbarmssmenl to tlic central 
bank. It does not, as we have seen in an earlier section, 
destroy the central bank’s control; for the central bank 
can neutralize the redistribution of liabilities by adding to 
or subtracting from its total assets. But the fact remains 
that acting as banker for persons or institutions other than 
tlie commercial banks docs involve it in operations which 
would otherwise be avoided. The addition of these com- 
plications to the difiicult business of central banking must 
be counted a disadvantage of the central bank’s acting 
as banker for anyone except the ordinary commercial 
banks. 

This argument has equal force, whether we arc con- 
sidering the State or ordinary’ business people as cus- 
tomer of the central Iwnk. A rise in Other Deposits 
(Other Accounts) at the Bank of England is just as dis- 
turbing to the supjily of cash as is an equal rise in Public 
Deposits. In practice the changes in Public Deposits arc 
much the more important source of disturbance —for 
Public Deposits arc the balance of one huge institution, 
whereas Other Accounts contain a number of relatively 
small balances. A temporarj' disturbance of, say, 20 per 
cent, in one of the balances which comes under the item 
Other Accounts may well he offset b}' opposite move- 
ments in other balances which also come under iliat head- 
ing, But .1 20 per cent, change in the balance of the .‘tingle 
customer (tlic State) ctm cause an appreciable disturb- 
ance in the cash l>asis. On this count, therefore, the ciise 
agaitU't the central hank acting as banker to the Govern- 
meni might be stronger than that against its acting as 
banker for a number of otlier ordinar}* customers.* 

But tlicrc are two other arguments to be considered. 


’ If, rn;!*r 5 ihrc in T’vjblic Dcf-T'lsi it pro!'a1'1yr.''f mtcryjxts. 
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When the central bank docs ordinary hanking business 
for customers in the same way as the otlicr banks do it is 
entering into competitive relations with the commercial 
banks. This is likely to be dcrogator}' to the central bank’s 
authority over the commercial banks: they may well feel 
themselves not obliged to listen to the requests of a com- 
peting bank. There was even talk, when these circum- 
stances arose in earlier English banking histor}', of the 
commercial banks themselves ceasing to be customers of 
the Bank of England if the latter continued its competi- 
tive attitude. Their deposits with the central bank bring 
them no return: then why, say the commercial banks, 
should the central bank make profits by lending funds to 
people who might have borrowed from us? Antipathies 
of any kind between the central bank and the commercial 
banks arc most undesirable. In the interest of the smooth 
working of the system there should be an atmosphere in 
which mutual help is possible at any time. This is a 
serious argument against the central bank’s entering into 
ordinary' banking business. It applies to private custom;' 
not to the custom of the State: for the central bank is;- 
after all, a State-created institution, and the commercial 
banks can scarcely complain if the State talrcs its owrl 
substantial banking business to its own institution. 1 

Under the influence of arguments such as these most 
central banks are prohibited from doing ordinary banking 
business with the public. The Bank of England has still, 
as a legacy from its earlier history, a number of ordinary' 
customers, but for many years now it has signified its 
unwillingness to cornpetc with the joint-stock banks, by 
refusing to accept new customers. Old accounts arc 
allowed to run on; but it is conceivable that the course of 
time will see a complete extinction of tliis relic of earlier 
days. 

The Bank of England also includes under the heading 
Other Accounts the balances of the Indian and perhaps 
some other govermnents which bank with it, and those of 
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foreign and Dominion central banks. But with tlic great 
development of the market in Treasun,' Bills these accounts 
do not appear to be subject to vert' great variations — the 
major variations in I^ndon balances of other governments 
and central banks are probably absorbed in variations in 
their holdings of Treasury' Bills. Before 1914, when the 
market in Treasury Bills was far more restricted, these 
balances at the Bank of England used to be subject to 
great variation; but the Bank of England managed to use 
these variations rather to its own advantage in controlling 
the market.’ 

There arc some special arguments for the central hank’s 
tindertaking, indeed seeking, ordinary banking business 
in countries where the banking system is relatively un- 
developed, or where other circumstances subject central- 
bank operations to peculiar difficulties. These special 
arguments are considered in Chapter XIII. 

On the c]ucstion whether tire central bank should act as 
banker to the Government, it has been argued that there 
is dis.advantagc in that disturbances in the cash basis of 
the banking system arc apt to arise. On the other hand, 
‘’there is the argument that tlic financial arrangements of 
the Government are of such great importance in influenc- 
ing the business affairs of the country' that it is desirable 
that tlie Government sliould be in constant consultation 
with the central bankers. Tlie ordinary business man has 
his b.tnk m.'inager to consult, when he chooses, on the 
financing of hi-s business. The Government likewise may 
tx-nefil Iw having bankers’ advice .at ii.s disposal, and that 
advice should be the very best obtainable. The magnitude 
of the Government’s operations makes it desirable that 
their effect on the central bank a efforts to follow a given 
moncinry policy should be considered.* In addition, 

’ Or, tbf I'usir.cw *«<■ my Biir.h cf Bft-iV’J O/-. rS^i' - 

thip. St. 
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people who f:n-our close Stnte control of central banking 
sec in the daily consultations between the centra! bank 
and the Treasury (as banker and client) a rein on the inde- 
pendence of the' central bank. These weighty arguments 
in favour of the central bank acting as banker to the 
Government have prevailed almost universally.* It is 
therefore worth asking how the disadvantage (disturbance 
of the cash basis) can be averted, or at least modified. 

Changes in the Government’s Ijalancc at the Bank of 
England are due to inequality between total receipts and 
total disbursements— capital items and current items all 
being included. Now it is practically inevitable that 
e\pcnditurc by the Government should be concentrated 
in particular parts of the )’ear. Dividend payments on 
great war loans, for c.vample, cannot be spread evenly over 
cverj' day of the year. It is convenient to make payments 
for the ‘supply services’ verv' unevenly. Revenue from 
taxation also comes in unevenly: income-tnK payments, 
for example, are .still to some extent concentrated in 
January and July. The nature of government current 
receipts and pa3TOents makes it impossible to arrange for 
equality beuveen them from day to day and xveek to week. 
But if the Treasury can arrange to have capital receipts in 
excess of capital payments at a time when current ex- 
penditure is running ahead of current revenue, the dis- 
crepancy on current account docs not disturb the balance 
at the Bank of England. When the British Government 
borrowed only on long-term paper (consols particularly) 
it was impossible to make these temporary" adjustments in 
the capital account. ,But the invention of the short-term 
Treasury Bill has revolutionized the situation. At tire 
end of the nineteeritli century Treasury Bills were in use, 

deposits it has tooffset; butthisatBumcntisfalladous. If tlte Government 
banks tvith commcrical banks, movements in government bsisnccs do not 
disturb the cash basis, and it is disturbance in the cash basis, not in the 
distribution of ordinar>’ deposits, that the central bank his to natch. 

‘ In the United States a large part of the government balances are held 
as deposits in the commercial banks. 
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hut tlieir issues were restricted to supplying funds for 
pirticular classes of government expenditure, and it was 
not until the early years of the present ccntur\' that they 
bcamic an unrestricted means of raising funds for the 
Govcniment, 

In the War of 191-1-1 S the Government, pressed to make 
the most of every source of funds, increased the amount 
of IVcnsuiy^ Bills outstanding enormously. Since then 
their volume has been maintained, mainly no doubt 
because jt is a cheap way of obtaining funds. All Treasury 
Bills now have a ‘currency’ (i.c, life to maturity) of three 
months. They are issued in weekly batciies, and as there 
arc* £2,000 millions’ worth outstanding the weekly is.sue 
amounts to some £150 millions. Every week a batch 
issued three months previously matures, and the pay- 
ments to the holders occasion a transfer at tl)c Bank of 
Itngland from Public Deposits to Bankers’ Deposits, At 
the same time a new batch i.s is.sucd and as tlic market 
takes up the new bills tiicre is a transfer from Bankers’ 
Deposits to Public Deposits. By arranging the gap 
beuveen maturitit*s and the new issue to equal and be in 
the opposite direction to any discrepancy between current 
icvenuc and current c.\*penditure, the Treasur}' can 
arrange to keep its balance approximately stable.* Simi- 
larly the disturbance which the maturity of a block of 
medium- or long-term bonds, or a new issue of such 
bonds, Vi'ould occasion can be largely prevented by mani- 
pulation of the Treasuty' Bill issues.^ 

The rise of the Treastuy' Bill has thus enabled the 
authorities to do mucfi in this country to avert the main 
disadvantage which arises from the central bank acting as 

' r94tj. 

' 'Hir Tmviry can sl'o, of co-jm, tmy Trc-tstity Bi*jN in il.t; rn-rtst 
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banker to the Government. Tlic Treasurj^ Bill method of 
government financing has indeed almost come to be con- 
sidered as an essential adjunct to a central bank structure, 
and central bankers in the British Dominions have been 
particularly anxious to develop the Treasury Bill system. 
While the authorities can do much along these lines, the 
commercial banks have also, at any rate in British condi- 
tions, learned to do much to protect themselves from the 
worst consequences of movements in Public Deposits. 
Detailed analysis* of British banking statistics for the 
period 1925-35 has shown that wlicn the cash rc.serves 
of the commercial banks shrink or swell as a result of a 
change in Public Deposits or Ways and Means Advances 
the banks do not rush to make any adjustment in their 
■ earning assets — they simply allow tlicir cash ratios to fall 
dr rise. They have learned by experience that many of 
these movements arc purely icmporarx', and ignore them. 
Part of the change in the cash ratio is allowed to see day- 
light in their published returns, but much is concealed in 
a variation in the amount of window-dressing. Indeed, 
it may even be suggested that one of the incidental ad- 
vantages of window-dressing is that it allows us to secure 
the advantages of the Government banking witli tlie 
central bank Avithout feeling the disad\'antage of the 
resulting disturbance in the cash basis. But the adv.antage 
\ of the commercial banks treating these variations in the 
j cash basis in this particular Avay should not blind us to the 
I fact that the A'ariability of the commercial banlvs’ cash 
I ratios is a potential source of AA'cakness in a central banldng 
' system. If variations in the cash basis arc occasioned by 
changes in Public Deposits, it is all the more important 
that there should be co-operation belAA'cen the central 
bank and tlie commercial banks lest the latter treat in the 
same cavalier Avay those A^ariations in the cash basis Avhich 
are the outcome of deliberate central-bank action. 

This expedient, of doubtful desirability in any case, 

^ Mndc by Mr. R. M. Goodwin, in the thesis referred to above. 
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h noi so easily adopted in countries where the casli ratios 
of the commercial banks are subject to statutory regula- 
tion. It is true that the free margin, abot'C the legal 
minimum, can be raised and lowered in response to dis- 
turbances in the central bank’s other liabilities; but in 
times of brisk demand for hank loans especially the margin 
is apt to be minimized- In such countries there must be 
juore complete dependence on the Trcasuiy^ Bill system. 
It is possible tliat in course of time window-dressing on 
the part of tlic Englisli commercial banks will disappear, 
and then, if they arc to maintain approximately stable true 
cash ratios, we shall have to rely almost entirely on the 
Treasury Bill system for insulating the general credit 
structure from ebbs and flows of govci-nmcnt funds. Even 
now the .smooth working of tlic London money market 
depend.s very' largely on the e.vistencc of a large block of 
’rrcjisury Bills.’ And the Treasury Bill is an ideal asset 
for tite central bank to deal in: there is no risk of default, 
and the shorlrtcss of its term implies such a degree of/ 
stability in its capital value that no conceivable variation 


’ A nilnor ln»t niitnuin.iU'nf; t’xamplr of the wny in tvhich the I.oni!on 
niTittc: In'! Je-imrJ to use the 'rreemrj' Bill rjstcrn h.u occuTuomlly been 
alTort’rd by opemtion'. et the end of cr'ch b-df-yc.nr {30 June and 31 
DreentbEt). iontnterdiJ bants then indulge in 3 co!os<ia! amount of 
V, jndoe.'ilre^dne, raisinR their ctish ratio': ?>y calling: in dt'icoutu market 


dav in tfic 


1 'int 

i arsd tjy nrmnpin!; 

bea%: 

V twHowinp t'v she 

m.'.rlrt hsi leame^l 10 ' 

'Ch" 

Tsee'sijfy Bdb pn 


e.istf ^%rck i 

tbre>‘ 

• month* biter (nt. 


Sunpo—,:!',- 

th- ; 

siirbet, Irjsdrrin^ ( 

tul'.'i 

1 n the Xtenday sji 

the ueelt. T.V hilh jl 

2ft Ft 

jne. On j. 

x3 \ 

yp tn t!.c b'd nxtn: 


{“'I* c*f ^ 

in" 

rtvmrnt '’kill tbrn 

rndh 

vn Tufoiay 

bitj. 

from the m-arte: t 


mature C'i 'A.'.'sd.'ty end tt'odnes ia>, zS snd 
On rrid»'!, June, thetn-rLet mU lusvc tt-ntlercd for inils to 
’.scet., and tvill !me undert.-.lcn to ts’ c tiietn up 


V.Vdne^ t-nd tsiii not be irv fund* 



138 THE BUSINESS OF CENTRAL BANKS 

in interest rates can make tlie central bank s operations 
in Treasury Bills a source of appreciable losses/ 

We conclude, then, that by the establishment of a 
Treasury Bill system— a system which has other sub- 
stantial advantages— the main disadvantage of the central 
bank acting as banker to the State can be averted. The 
central bank should therefore be the Government s 
banker in order to secure the advantage (such as con- 
tinual consultation on financial affairs) to which we re- 
ferred above. Ordinary banldng business for the general 
public the central bank should, on the other hand, in 
general forswear. It is essentially a public, non-profit- 
seeking institution, and any business which is likely to 
embarrass the operations we have discussed above should 
not be lightly undertaken. 

The technical equipment of a central bank, which we 
have examined at such length, enables it to control the 
prices of short-term loans by controlling the supply of 
bank money. Given an adequate technical equipment a 
central bank can pursue whatever ‘Bank Rate policy’ it 
chooses. The effects of a given Bank Rate policy on the 
general economic situation must be our next concern. 

the funds with which to meet the banks’ requirements for ‘making-up’. 
The Government’s balance (Public Deposits) is unequal to the strain and 
It borrows from the Bank of England by ‘Ways and Means Advances’. 
These are entered under ‘Government Secunties’. The Government, 
not as formerly the market, does the borrowing. ‘Government Securities’ 
at the Bank of England rise instead of ‘Discounts and Advances’ , to allow 
the nse in Bankers’ Deposits necessary to raise the cash ratios of the 
commercial banks. The process involves some tightness in market funds 
at the ends of March and September. (It should be emphasized that the 
possibility of this device depends upon the dates happening to be con- 
venient days of the week. The example given above has been somewhat 
simphfied.) 

• The above paragraphs remain substantially as written in 1937. Since 
1939 the use of Treasury Deposit Receipts — a very convenient short 
security sold by the Government to the commercial banks — ^has added 
much to the tractabihty of temporary inequahties between Government 
payments and receipts. The elimination of window-dressing (see NOTE, 
p. 45) has further simphfied the picture. 



CHAPTER VI 


THE THEORY OF BANK-RATE CHANGES 

I. Interest Rotes and the Holding of Goods 

Tuk most powerful weapon which the monetary autiiori-. 
ties can use, for the purpose of influencing the level of 
prices and the volume of economic activity, is gcneraliyi 
sunimarized in the term ‘Bank Rate*. Alore specifically,! 
the battking system influences the behaviour of entre-' 
preneurs (and so the volume and pricing of economic 
activity) by exercising pressure on interest rates. Although 
there are substantial differences of view on the efficacy and 
detailed working of this ‘Bank Rate’ weapon, it is widely 
believed that llie banking system con influence prices 
and production by its use. As to how the weapon works^ 
there arc two main lines of thought: that t\*|?ificd in the| 
works of Mr. Ilawtrey, in whose view the influence of^ 
short-tenn ratc.s directly on dealers’ activities is the main-] 
spring of change; and that of Lord Keynes in the Treatise \ 
on Money, in which long-term interest rates arc all-! 
important. But both these lines of thought have the samej 
.starting-point: both see banking policy as effective be-? 
cause it influences the cost of holding goods. That there! 
are costs, other than interest charges, involved in the 
holding of goods — costs such as tho.'^c of warehousing, 
depreciation, insurance — is, of course, admitted, and of 
this we shall have to remind ourselves presently. But' 
the inierest charge forms part of tlic total cost of holding 
goods, whether that interest cliarge is the direct charge 
actually met by the borrower or the indirect charge met bv 
a capitalist, who thereby misses the opportunity of invest-^ 
ing his own money dstuhere. And since the bankers can 
influence this part of they can influence total co.^^t, 
and accordlnglv the relative altractivencs-s of holding 

A. ' 

goods.’ If, heciutse the bankers have made the holding of t 



140 


THEORY OF BANK-RATE CHANGES 


goods more attractive, entrepreneurs set about adding to < 
their holdings of goods, prices and the volume of economic j 
activity tend to rise. Conversely, if the bankers make the/ 
holding of goods less attractive than it was before, entre-j 
preneurs will set about reducing their holdings of goods! ' 
so depressing prices and the volume of economic activity.^, 
As far as this there is no difference beUveen the Hawtrey 
.view and the Keynes view. Their difference lies in the 
class of goods the variation in the holding of which is 
considered more important.' In the Ha^vtrey view the 
main initial variation is in the willingness of dealers to 
hold working- and liquid-capital goods — stocks of finished" 
and semi-finished goods. Since the holding of these goods 
can be financed by short-term loans, the movement of 
short-term rates is, in the Ha\M:rey view, sufficient to 
explain changes in the economic situation. In the alterna- 
tive view the demand for working capital is rather the 
lesult of the general situation, which is itself determined 
by the demand of entrepreneurs for fixed capital goods. 
Since in a banking system of the English type the holding 
of fixed capital goods can be financed only by long-term, 
non-banking loans, this Keynesian line of attack involves 
a long digression on the connexion between long-term 
and short-term interest rates. It should be realized that 


these two explanations of the effect of banking policy upon 
prices and production are not mutually exclusive:*^ fall 
in short-term rates may well both stimulate additions to 
stocks and lead to a fall in long-term rates which will 
stimulate investment in fixed capital. The difference is 
one of emphasis only. ^ To Mr. Hawttey the former effect 
appears quick and certain, the latter remote and question- 
able; to those who approach the problem along Ke3mesian 
lines dealers response to lower short-term rates appears 
slight and unimportant as compared with the more-s 
far-reaching changes in long-term capital investment'' 
We will now consider these two lines of thought in 
detail. 



THE IIAWTREY LIKE OF THOUGHT tii 

II. The Hatdrey Line of Thought 

First let UR consider Itlr. IIa\s'trc\'’s ‘dealer’. The dealer 
is a man who is always holding greater or smaller slocks 
of some finished or semi-finished commodity. One in- 
evitably thinks of him as a wholesale merchant; but I do 
not think that Mr, Hawtrey intends the term to be limited 
in this way. Rather the dealer is any person who holds 
stocks. Now stocks arc held for conv’^cniencc — in order to 
be able to meet variations in customers’ demands without 
making the latter wait, and in order also to avoid the con- 
sequence of variations in supply (due to weather, labour 
disputes, S:c.), Tliis convenience of holding stocks has a 
certain money' value to the dealer, and he balances this 
value against the cost of liolding stocks. As the cost of 
holding stocks rises, he thinks it worth while suffering 
some slight loss of convenience in order to avoid the 
increasing costs -^i.c. he reduces stocks; and he increases 
stock.R wlicn the cost of holding them falls." The extent 
to which he changes his slocks as a result of a given small 
change in the cost of holding stocks may appropriately 
be called the elasticity of his demand for the convenience 
of holding stocks. ’The more clastic his demand, the 
greater will be the eifcct on his operations of a given 
change in the cost of holding slocks. 

Now if short-term interest rates rise the cost of holding 
raoaS- nseST*" Dealers therefore set about reducing their 
.‘itocks, which they can only do by buyi ng less r apid ly 
than tlicy are selling. They arc swapping good.s for cash — 
they are ‘absorbing ensh’, v,-hicb they use to accuiniilatc a 
b.tktncc or (more probably) to p,iy off debts. "But what is 
the clTect on producers of their reduced ’ purchases ? 
Producen? find sates f.tUing off. Thcyj:ut prices: and cur- 
tail output. I’hc typically* deflationary' syinptorhV of 
falling priests and output har*c appeared.' As output is 

- i I fif t-r* jng'-i LI* a*‘ t (st *j» f;g* tn- 
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curtailed the volume of employment offered to factors of 
production declines, and the aggregate of money incomes 
therefore contracts. In the first instance, tlie contraction 
of money incomes is likely to consist solely of a decline 
in the number of money incomes arising — later cutsjn. 
rates of remuneration may follow. The contraction of’^ 
money incomes leads to a decline in retail sales, leading ' 
to reduced purchases from dealers, who again reduce their 
purchases, and so on. The %vhole movement, sometimes 
called the vicious circle of deflation, is intensified by a 
general tendency to ‘hold off’ the market once^t is realized 
that prices are falling — people postpone purchases in the 
expectation of securing more favourable terms later. 
Producers being depressed are likely to embark less on 
replacement of and addition to plant, so that the capital 
goods trades also become involved. 

Contrariwise, if short-term interest rates fall, the cost of 
holding stocks falls. Dealers therefore set about increasing 
their stocks, which they can only do by buying more 
rapidly than they are selling. Orders to manufacturers 
rise — output expands — employment increases — money 
incomes rise — retail sales rise — and so on. The ‘vicious 
circle of inflation’ has appeared, with its conditions of 
rising prices and production. 

The effects that follow a change in interest rates once 
entrepreneurs have been induced to change their behaviour 
are universally admitted. The peculiarity of the Hawtrey 
line of thought is its stress on the change in the cost of 
holding stocks as the mainspring of change. The forceful- 
V n£ss..o\this argument depends largely on two factors — 
first the proportion which interest charges bear to the 
total cost ot holding stocks, and second what we Tiave 
called above the^elasticity of demancTfor the convenience 
of holding stocks. On the first point there are, of course, 
iriany other costs of holding stocks — warehousing, insur- 
ance^ against fire, theft, &c., allowance for depreciation of 
quality, and, above ah, the risk of the nrice of the com- 
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rnodity falling while it is being held. Tlicsc various 
charges will varj' vcr\' much from one commodity to 
armthcr — a bulky commodity, one v/hicli is perishable, 
and the price of which is liable to unforeseen plunges, is 
obviously going to cost very' much to hold in stock, and 
the interest charge is likely to be only a very small pro- 
portion of total coslsd A 20 per cent, rise in interest rates 
may well mean only a 2 per cent, rise in the total cost of 
holding the stocks of the commodity in question. Unless, 
therefore, the elasticity of the entrepreneurs’ demand for 
the convenience of holding slocks is very high, a 20 per 
cent, ri.se — say, from 5 to 6 per cent, — in interest rates will 
not stimulate much (if any) decrease of stocks. When it’ 
is considered dial the vast majority’ of commodities arej 
either bulky, or perisiinble, or fluctuating in price, or^ 
frequently all three, it will be realised that the initiali 
effects of Bank Rate changes along this line arc unlikely* 
to he very great. The contrast between this conclusion' 
and the apparent enormity of the upward and downward 
sweeps of trade conditions docs not, liowcvcr, dispose of 
the Jiawtrey attack, for, as has been shown above, the 
process once initiated is cumulative, and substantial 
result.s may \%-eIl follow from small beginnings. 

Unf(irtunatcly our knowledge of the mcjpf , stocks held 
from time to time is not stifFiciently extensive to apply any 
deebive lest of htcl to this thcorw But there is some in- 


direct evidence wiiich tells against it. This is thc.Jxc.':... 
haviour. of bank Advances, Ad\'anccs which arc made 
1.irgely“r(>r such purpo.scs as the financing- of. stocks and 
gvKKk in process. Both before and since 1914 tf»c‘sc 
Advances have been remarkably unrcsponsiYc to cha.nges 


in tiscir cost, and have in fact generally been one of the 


last of the various economic scries 10 turn up and down 
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as trade has turned up and do^vn. It would, I believe, be 
possible to reconcile this phenomenon with the Hawtrey 
theory of Bank Rate; but it does provide some prima-facie 
evidence against the view that changes in short-term rates 
are directly responsible for any substantial part of the 
effects which monetary action can produce. 

III. Shoi-t-term Rates and Long-term Rates 

More widely held than the Hawtrey view is the view 
of Keynes in the Treatise on Money, a view adopted by 
the Macmillan Committee of 1929-31, that the main 
effect of_Bank Rate on the internal economic situation^ 
comes through the change in long-term rates which 
always seems to be associated with any pronounced change 
in short-term rates. For this explanation of how Bank'" ~ 
Rate works, it is not really satisfactory simply to observ^e 
that changes in Jong-term rates are generally associated 
with changes in short-term rates: we must attempt to 
explain why a movement in short-term rates is bound 
to be followed by a movement, in the same dire'ctionVIn 
long-term rates. 

In the first place, let us remember that a rate of interest 
is 2. price, the price of money now in exchange for 'mbhey^ 
at some later date. Every.price has its own market. To 
find the connexion between tu'o prices we must look for 
some connexion bet^veen the two markets, in this case 
the short-term market and the long-term market! (It is 
convenient for the moment to assume that the capital 
market is just divided in this simple way:' the complica- 
tions will be referred to presently.) WTiat, theri, are .the 
points of contact between the short-term’bapital market 
and the long-term capital market? 

When the official Bank Rate is changed, not only do we 
assume that the new rate is made ‘effective’ in the bill 
market, but also we can assume that certain other short- 
term rates are changed automatical^. These are the 
Advances Rate of the joint-stock banks (the basic rate for 



SHORT- LONG-TERM RATES 145 

overdraft and Joan facilities) and tJic Town Deposit Rate 
(broadly the rate allowed on time deposits in the metro- 
politan area). How is a change in long-term rates to bd 
produced r In the first placc^ individuals and firms pre- 
viously financing operations with money borrowed from 
the hanks will now, the cost of borrowing having risen^ 
relatively to the yield in long-term securities, tend to sell 
their securities and use the proceeds to pay off the bank.i 
There is a pressure to sell securities, which would not 
otherwise have appeared. In the second place, individuals' 
and firms holding surplus funds and about to invest them 
in securities will, now that Uic yield on time deposits is| 
more attractive than it was, tend to keep back some of thciii 
funds in the form of deposits. The loss of liquidity in 
tiicir view docs not justify the now narrowed differential 
yield in favour of securities. Thus part of the normal 
dcm.and for securities has disappeared. This decline in 
demand combines with the abnonnal pressure to sell to 
depress tire prices of securities. Prices going down means 
that the yield rises,’ and, since the yield on old securities 
must he rivalled by any one wanting to borrow for a long 
term, thcjcffcctive long-term r.atc^of interest has r isen. 

So far weTiavcT cdfTsidercd the effects of the siiort-tcrm 
interest rate changes on the operations of the public in the 
securities market. But at times the securities markets may 
tw: dominated iiy the operations of the commercial banks.| 
In order to make the changed Bank Rate effective, the! 
central bank will be bound to aetjuiesre in or to engineerj 
a change in the supply of money. Assuming the cash! 
ratio given, a higher Bank Rate implies some reduction 
(po'^^ibK quite small) in the total of bank cash, which the 
ccfUrai bank may allow to resuii from a loss of gold, or 
nuy produce by selling securities. The immediate effect 
on the commercial b.inks will he a contraction of their 
inore liqtdd and jf the movement is purely 
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tcinponiry this may be the end of the matter. But if the 
new conditions persist for any time, the banks wiii attempt 
to restore their customar\‘ proportion of liquid assets by 
parting with some of the less liquid as'=cts— Advances and 
Investments. The amount of Advances is not, however, 
generally subject to any appreciable control by the b.nnixr. 
The banker enforces certain canons of security and then 
lends all he can on those terms — the Ad\'anccs being the 
most remunerative assets. The banks arc thus reduced to' 

р. arling with investments — some at least of which are likel/j 
to be iong-tenn. Their sales of gilt-edged securitic-s ma3'‘i 
well be a very important f.ictor in bringing about a ri.se in 
long-term interest rales. Conversely, when tlic central bank 
is pursuing a cheap money policy it enlarges, or acquiesces 
in the enlargement of, the cash h.asis. Sooner or later the 
banks, other things being equal,’ will add to their Invest- 
ments. Their buying strengthens the gilt-edged market, 
helping to cause the drop in long-term interest rates. An 

с. \cellcru c.vamplc of this was seen in the cficcts of the 
Cheap Money Policy of 1932-6. While in 1936 tlie 
Advances total was much the same as in 1932, the cash 
had expanded from about £,iSo millions to about £z^o 
millions, while Investments rose from about £ 25 ° millions 
to nearly £620 millions — a very powerful factor in the gilt- 
edged market. In any prolonged change of Bank Rale,* 
therefore, the operations of the commercial banks are 
likely to intensify the effects of the public’s operations in 
the .securities markets. 

The mere fact, however, that funds arc ‘spilling over’ 
from the short-term market to the long-term market does 
not mean that the rates of interest in those two markets 
will become equal. All that happens is that a tendency 
appears for the two rates to move towards each other. 
How far that movement will go ctmnot be foreseen, as it 
depends essentially on the public’s view of the future of 

' Most significantly, tlic demand for Advances not showing any rapid 
expansion. 
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interest rates. If tlic public thinks tliat tlie long-term mte 
is going to settle in a year or so at 5 per cent., tlicn no mat- 
ter how low short-term rates fall, the long-term rate will 
not fall far below 5 per cent. If it is expected that 2} per 
cent. Consols arc going to settle before long at a price 50, 
then people will hold their money at short term, no matter 
how low the yield, rather than buy Consols now at a price 
much above 50. For it is better to take, say, 2 per cent, 
for a year or two and then buy Consols at 50, than to 
secure 4 per cent, by buying Consols immediately at 62. 
J.4>oking at it another way, we can say that if the public 
Ix'licves that gilt-edged prices arc going down over the 
next fiv'c years, enormous pressure of funds in tlic short- 
term market will cause gilt-edged pricc.s now to move up 
only vciy few points —i.c. the long-term rate will go down 
\cr)* little.' Con.scqucntly it is of the first imponance, if; 
the authorities want to pxirsuc a 'Cheap Money Policy’,; 
that the public should be persuaded that the long-term: 
rate is going to srlt/r dotvn at an appreciably lower level. I 
From this point of view the economic significance of the 
propaganda with which the great War Loan Conversion 
of 1932 was carried through can scarcely be overrated. 
Once investor.^ were persuaded that the halcyon days of, 
5 per cent, were over it was easy enough to pu.sh down! 
long-term rates to an entirely new level. An opposite! 
though smaller movement of the same kind appeared 
when, early in 1937, there was n decided .slump in gilt- 
edged prices. 'Phcrc was no good reason for this in the 
ti-chnical nmney-market situation. ''Plie immediate oco- 
rion nf the fall w.as the icalization that the Government 
intetidtd to borrow large stuns for rcannnment, I'hc 
investing ptiblic and the Stock R>:change reacted to a 
quite unneegs aiy extent. But tlie mere fact that the City 
Hditor of Thr Thna, in f.iir representation of City opinion, 
wTote about the m.irkci settling down v/licn 'a round three- 
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and-a-half per cent.’ (yield on Consols) was reached, 
meant that the long-term rate had to move to something 
like that extent, quite irrespective of the fact that there had 
been in that particular month or so no such revolution in 
the money-market or general economic situation as would 
justify an adjustment of stock prices from a 3 per cent, to 
a 3|- per cent, basis. 

The authorities, in attempting to operate on the long- 
term rate of interest, are thus peculiarly at the mercy of 
public opinion. Twentyyearsago, in the nineteen-twenties, 

: economists were perhaps inclined to overrate the power 
; of the monetary authorities over the long-term interest 
i rate, and therefore the influence of banking policy on the 
i general economic situation. The happy conditions of the 
Conversion operation in 1932 that enabled the authorities 
for once to bludgeon opinion must not blind us to the far 
more general case, when the public calls the tune. To 
maximize the effect in pushing up gilt-edged prices 
(pulling dovm the yield thereon), the banking policy of] 
low short-term rates should be accompanied by propa-f 
ganda such as we had in 1932. 

Thus far we have been arguing as though long-term 
securities were homogeneous, and have accordingly 
assumed that a rise in gilt-edged prices means easier long- 
term borrowing for the entrepreneur. This assumption 
of simplicity must now be removed. Long-term securities 
are by no means homogeneous. There are gilt-edged 
securities, debentures, preference shares, and ordinary 
shares, all of which classes are sub-divisible into infinite 
grades. But at any given moment there mil be a certain 
relationship between the prices of securities of various 
grades, a relationship reflecting the investing public’s 
preference for one grade as compared with others. Given 
these preferences, a rise in the price of one class (e.g. 
home government bonds), resulting from a fall in short- 
term rates, must be followed by a rise in the prices (a fall 
in the yields) of all other grades. Provided the public has 
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a definite preference for one particular dis.tribuiion 
between the various classes of its assets, a shift in tlie 
price of one must be followed by a general shift in the 
whole range of prices. In just die same way, the con- 
nexion between short-term rates in general and long- 
tenn rates in general is based on the assumption that the 
public has a preference for one particular distribution of 
its assets and liabilities bctw'ccn short-temi and long-term, 
and consequently a shift in the price of one, disturbing 
the relationship, must be followed by adjustment of the 
price of the otlicr. 

It is tnie that the effects of a rise in Bank Rate on, say, 
ordinary share prices may be entirely obscured by a 
simultaneous shift in the public’s preferences in ffivour 
of ordinary shares— an actual rise in tiie latter following 
the rise in Bank Rale. But if we \%’ant to trace the effect 
of any particular operation we must assume other things 
equal. If we wish to be precise, w'c should say that, as a 
result of the rise in Bank Rale, the prices of ordinary 
shares become lower ihait they tcould othendse have btai} 

IV. lAJUg-tenn Raics and Investments in Fixed Capital 

Ju.st as movements in the short-term rate of interest 
may affect the willingness of entrepreneurs to hold stocks 
of scml-ffnishcd or finished good.s, so jwyements 
long-term rate of interest may affect the^ wjilmghess of 
aureptencurs to hold fixed capital goods, such as 
factories, machinc.->, &:c. \Vlien a firm is thinking of em- 
barking" oh some cipital ex'tenslon — whether it be die 
purcha.'C of a"ncw machine, dfc construction of a railway, 
the laying-out of an aerodrome, or dtc boring of a channel 
tunnel— its decision will depend on a number of factors, 
sorne*of whicB are purely technical, while others may be 

’ *n,-e n^dcT may panur tite nthjcct cf ths conrexsofj htfivetn 
mx! mta fvnhtr in Kryszc, 0’i Afrr/y, 

it xssvij. On «!.f It'rtwnfxir of sifcurity prsexs ebo Chspier Xt 
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sirictlv described as economic. TJietcchnical factors will in- 
cludcsucii points as the difference the investment will make 
to tlie physical otitput of the finn, the rapidity with which 
the capital goods will wear out, and the case with which 
the extension can be fitted into the general framework of 
the firm’s activities, and so forth, 'fhe narrowly economic 
questions will be, what will be the price of the additional 
product? and at uhat rate of inten^t can the purchase 
money for the capital good be raised? Given ail the 
technical factors, and given the entrepreneur’s estimate 
of the receipts that uill be realized from the use of the 
machine, whether or not the capital extension is embarked 
upon will depend upon the effective rate of interest at 
Txhich loans for such purpose.s can be raised. Tlic lower 
the late of interest, the more likely is the entrepreneur to 
decide that the capital extension is \\onh undertaking. 
The higher the rate of interest the less attractive is any 
form of capital extension. 

Two examples may help to make this clear. Suppose 
a printing-works to be contemplating the purchase of 
another machine of some kind. The machine is, wc vrill 
suppose, priced by the machine-makers at 3^1,000. Then 
the firm calculates that the machine would last iwent)’ 
years, and that after making allowances for repairs, de- 
preciation, adjustment of labour costs, S:c., but not allow- 
ing for the interest charges, the use of the machine would 
make a difference of a year to tlie gross profits of the 
firm. Then, as long as the rate of interest, at which the 
firm can obtain ;£i,ooo for twenty years, is below' 5 per 
cent., a net profit is to be gained from the introduction of 
the machine (for 5 per cent, on £1,000 = 3^50). When 
the effective rate of interest is 5 per cent, the venture is 
only just worth w'hilc — the machine is then a ‘marginal’ 
investment, the effective rate of interest is above 

5 per cent., the firm w'ould incur a loss if it acquired the 
machine in question. It should be noticed tliat the rele- 
vant receipts are the extra receipts tliat would result from 
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ihe introduction of the machine — ^whether the firm is 
incurring a loss or n profit on its previously invested 
capital is irrelevant (though it may affect tlie rate of 
interest at which the firm can obtain the capital sum re- 
quired), Or suppose that a railway is contemplating 
electrification of pan or all of its system. The managers 
ha^e to make a number of estimates of the results of 
electrificaiion—changcs in the volume of irafiic, in labour 
costs, in the costs of electricity, &c. Suppose that their 
guess is that an electrification plan, which would involve 
a capital expenditure of £20 millions, would increase the 
gross profits (or diminish the gross losses) of the company 
by a million pounds a year. Then, w'hethcr the railway 
WAS previously paying its way or not, the electrification 
scheme would appear w'orth adopting as long as the rate 
of interest at which the railway could obtain £20 millions 
was not above 5 per cent. Once the rale rises above 5 per 
Cent., the venture becomes completely unattractive, unless 
atiyliiing happens to make the autlioriiics revise their 
estimates of the results of electrification, or the costs of 
the electrification process itself fall. 

Not only will these decisions have to be made about 
tine capital development: precisely the same considera- 
tions must detcnninc whether or not a firm should replace 
some plant which is wearing out. Reinvestment is only 
worth while if the firm could not do better for itself by 
investing the depreciation fund elsewhere.* As railway 
cfigines wear out, the railway company can always choose 
between replacing tlicm and not replacing them, just as 
it can choose lietween electrifying and not electrifying its 
suburban steam lines. 

These examples leave been highly simplified in order 
to enforce the main point—tliat tfisLjefTccUvo 
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interest will be one of the crucial factors in coming to Ae 
(iecision whether or not to embark on capital development. 
But, lest we should overrate the efficacy of an interest-rate 
policy, it is important to emphasize the extent to which 
the entrepreneur’s estimates are likely to be guess-work. 
In the railway electrification example given above, it was 
assumed that gross profits would, as a result of cheaper 
running, larger traffic, &c., immediately rise to a new 
level and stay there. In fact this is most imlikely to be the 
case. The gro\vth in traffic is likely to be a gradual busi- 
ness, and whether the enterprise is or is not worth while 
will depend to an important extent on how rapidly the 
gro^^th of traffic occurs. If the g^o^vth is very slow, that 
is equivalent, from the company’s point of view, to extra 
capital outlay, even if the growth does eventually attain 
the expected maximum. The rapidity of growth is of 
course very much a matter for conjecture. The respons- 
ible people will have various earlier experiences to work 
on; but to some extent every new enterprise is unique, 
and this is especially true of such big capital innovations 
as these. Moreover, labour costs and price levels over a 
period of twenty years or more will be extremely con- 
jectural. '^As compensation for all these uncertainties, 
which are involved in the decision to invest, the entre-^ 
preneurs will look for some chance of profit, and theib 
stress on this profit margin w'ill vary ver}’^ much from 
time to time, according to whether they are inclined to 
look through rose-coloured spectacles or to take gloomy 
views of the future-t Let us therefore beware of thinking 
that the rate of interest is the only variable factor. We 
/ shall return presently to the limitations to the efficacy )of 
, an interest rate policy. 

Meanwhile, let us admit that the rate of interest is a 
relevant factor in taking the crucial decisions of whether or 
not to invest, and proceed to see what happens when, as a 
result of a fall in the effective rate of interest, other things 
remaining unchanged, entrepreneurs are stimulated to 
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embark on more extensive schemes^ of capital dcvelop- 
jiicnL They (or the entrepreneurs from wltom they pur- 
d»ase the capital goods) have to purchase more raw 
materials and engage more of the original factors of pro- 
duction — particularly labour. Demand for more raw 
materials simply passes on to otlicr entrepreneurs^ — those 
producing raw materials — the onus of engaging more of 
the original factors of production. Momentarily the in- 
creased demand may be met by drawing on stocks; but 
very quickly increased production muse appear. If there 
has been a large surjtlus of unemployed factors the increase 
in production in the capital goods trades can be cfTected 
perhaps without drawing much upon factors prc%'iously 
employed in consumption goods trades, and therefore 
witliout any necessity for a marked rise in rates of re- 
muneration. If, on the other Itand, tlic decision to invest 
more was made at a time when a state qf 'full cmplopncnt’ 
was alre.tdy approaclied, the capital goods trades would 
be able to incrcMse their resources only by offering higher 
rates of remuneration. In cither event, the next stage of 
the process is that the money income's of people in the 
enuntn* will have increased — either beauisc a greater 
number arc employed at llic old rates of rcmuncmtion,x 
or because peo{)le fonnerly employed are receiving b.ighcr’ 
w'ages. (Normally both results will appear quickly ; though 
the latter will be more prominent in the later stages of an 
infi.itionary movement.) Xiii'^JncrcaseJnincomc will be 
devoted partly to savings and pailly to increased expendi- 
ture on €or.sumption goods. To the extent that the latter 
phenomenon appears, entrepreneurs in tlm consumption 
gnnHK trades will be induced to expand production, thus 
addiotg further the money detnand for the factors of 
production. Abo the provision of both rvorking-capital 
'.uid il\ed-€apii,d for the cr)nstjmplion goods trado wail, 
w- a rrsislt of hiiTr.c r prices and a generally more prosperous 
.atmosphere, appe;itr more auractiv’c than iKfore, sqjhat__ 
the circle svill begin all over again, and fuel will be 
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added to the fires of the jnflationar}% expansionist move- _ 

ment.* 

" The converse process may easily be deduced from the 
above. When interest rates rise, other tilings remaining 
the same, capital extensions become relatively less attrac- 
tive, employment in the capital goods trades shrinks and 
total money income shrinks. Consumers adapt themselves 
to this shrinkage in money income partly by saving less 
(in indindual cases often actually dissaving) and partly by 
cutting e.xpenditure on current consumption. Production 
and employment in the consumption goods trades decline, 
capital investment in those trades becomes less attractive, 
the activity of the capital goods trades shrinks even farther, 
and so on. 

If the state of trade and prices were so responsive to 
rate of interest policies as would appear from the simpli- 
city of our argument, monetarj' authorities and tlieir 
governments would be vcr\' much happier. But bitter^ 
e.\perience has shown that the state of trade, although it 
does appear to respond eventually to dear or cheap money, 
responds painfully slowly. At the beginning of the Great 
Depression of the ninetccn-tliirtics, largely as a result of 
economists’ stress on the importance of the rate of inter- 
est, certain countries (notably our own) did make a very 
serious attempt to stimulate trade by a cheap money poliejf. 
A peculiar conjunction of circumstances enabled Great 
Britain to reduce interest rates sharply in 1932. But it 
was a cruelly long time before recoverj' was decided 
enough to be universally acclaimed, ^\^lat are the limi- 
tations to a policy of stimulating (or retarding) trade by 
low (or high) interest rates ? 

The reader who has noted the resen'ations introduced 
from time to time in the above argument will already 

To the extent that people sate part of their increased income they 
abstain from adding fuel to the fire. The upt\ard movement actually 
proceeds to the point afnhich total money income has expanded so much 
that saving has increased sufficiently to equal the expanded amount oi 
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know much of the answer to tJiis queslton. \Vc may think 
of the efiicacy of a long-term interest policy in the same 
terms in wliicii we tlioughi of the efficacy (along the 
Jluwirey lines) of a short-lcnn interest ])alicy. The 
effiracy of the policy depends on the clasltdiy of demand 
for capiial goods. The more clastic tite demand — i.c. ihc^ 
more responsive business men are to a change in the rale ! 
of inicrcist — the more quickly effective will the policy be. ^ 
WTat are the factors which tend to limit the elasticity of,' 
the demand for capital goods at any given lime? In the' 
first place there is the highly conjectural nature of many 
of the estimates which entrepreneurs have to make before 
coming to their decisions. So wide is tlic margin of error 
that a fractional change in the rate of interest may appear 
to the entfcprencur to make relatively little di/Tercnce to 
the prospects. Far more important is likely to be his 
general frame of mind about the future^) In a depression 
things look so gloomy that no conceivable drop in the rate 
of interest is likely 10 induce hini to embark upon any but 
the most blatantly desirable ventures. In a boom things 
Iwk so rosy that a fractional rise in the rate of interest 
which he has to pav for his canital is unlikclv to deter him 
from some investment, failure of which seems inconceiv- 
able. Accordingly at all times of extreme trade condition^ 
the business man’s demand for capital goods may be’ 
somewhat inelastic-— in a depression it can hardly be 
stimulated, in a boom it can hardly be chcd:ed. AndJ 
unforturnucly the .earnc is all too true of the very import- 
ant part of capital investment which is nowadays tmder 
gtn'ernment control of one son or another.* Both central 
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and local government authorities are directty responsible 
for substantial amounts of capital development road 
construction, housing, schools, sanatoria, &c. and they 
can influence much more — railway development for 
example— by giving or not giving guarantees to lenders 
to such semi-public bodies. The rate of interest has 
I certainly a part to play in the schemes for capital expendi- 
ture by governmental bodies. A town council considering 
‘the construction of public baths, for example, will find 
that the higher the rate of interest, the higher the rate in 
the pound which is necessary for financing the service of 
the public baths loan. But experience, decade after decade, 
has shown that authorities are less influenced by a slight 
difference in the rate poundage produced by a change in 
the rate of interest, than by whether or not they feel that 
the town is prosperous and ‘can afford’ the public works. 
Accordingly, no matter how the rate of interest is behav- 
ing, governmental investment tends to be concentrated 
in periods of high private investment, thus exaggerating 
the effects of an expansionist movement once started. 

It will be realized that once an inflationary movement or 
a deflationary movement of this sort is well under way it 
is difficult for such a circumscribed weapon as Bank Rate 
to reverse it without some help from extraneous factors. 
But to the extent that Bank Rate can operate on the 
general level of prices, it is apparent that it can only do so 
by throwing the capital market into disequilibrium and 
creating for a time a thoroughly disturbed state of trade 
in the country. When we are considering whether we 
wish to rely on Bank Rate as a means of producing a 
change in the price-and-money-income structure, it is 
worth remembering that to the extent that it does work 
at all it works in an exceedingly roundabout and disturb- 
ing way. If we want to deflate our money-incomestruc- 

There is also an important connexion between private and public 
works, in that pnvate capital mensions create a demand for public capital 
extensions (e g., roads, electricity services, &c.). 



CHAPTER VII 


TFIE BANKING SYSTEM AND THE 
FOREIGN EXCHANGES 

I. Internal Prices, the Balance of Payments, and Foreign 
Fxcha/ige Ratcs^ 

For a number of reasons, some good and some bad, 
central banking policy has been, and still is, very much 
concerned -with influencing the value of a countrj^’s cur- 
rency in terms of other countries’ currencies. The prices 
of currencies in terms of each other are called ‘foreign^ 
exchange rates’ or sometimes simply ‘the foreign ex-; 
changes’. Just as one can use pounds sterling to buy tea^ 
so one can use pounds sterling to buy French francs. The 
business of exchanging currencies is the work of the 
foreign exchange markets. These markets consist of a 
number of dealers (in England mainly the great joint- 
stock banks) in the great financial centres of the world, 
connected with each other by a network of telephone 
wires. Their business arises from ordinary traders want-' 
ing to buy and sell foreign currencies in order to settle I 
debts arising from international trade and from others | 
who have debts to settle in other countries. The demand i 
for and supply of the currency of a given country in the 
foreign exchange market depends directly on the magni- 
tudes of debts to be settled between people in that country 
and people in otlier countries. 

These debts arise from tlie import and export of goods,'', 
the performance of seiadces by people of one country for, 
people of another country, and the import and export of 

’ For a full statemenf of the theory of international prices readers 
should refer to recent stan iard -norks on International Trade (e.g. Whale, 
International Trade, Ohlin, Interregional and International Trade; Harrod, 
International Economics; orHaberler, Intcmatiosial Trade). 

Throughout this chapter ‘foreign countries' must be interpreted to 
include all parts of the Empite not included in the U.K. fiscal area. 
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‘securities’. Tiie first and second types of transaction {in 
coods and services) arc called ‘current’ or ‘income’ trans- 
actions; and the tJiird type is called a ‘capital' transaction. 
'Fhe iichaviour of the foreign exchanges depends upon 
current and capit.ai transactions togctlier. 

When an English trader imports goods from France 
he incurs a debt to the French exporter. This debt may 
be settled directly in French francs: in which case the 
Englishman has to buy franc-s, selling sterling. Or the 
debt may be settled by the Englisliman paying sterling to 
the French exporter, in which case the French exporter 
proceeds to sell, through the foreign exchange market, 
the sterling he has acquired, securing in exchange francs 
which, arc more useful to him. Which method is used does 
not affect the nature of the work brought to the foreign 
exchange market: there is an offer of sterling, a demand 
for francs. Conversely export of goods from England to 
France leads to a demand for .sterling, a supply of francs. 

When an Englishman goes to Switzerland for a holiday 
he sells sterling in exchange for the Swiss francs with 
which to pay his Swiss hotel bills, railway fares, S:c. If 
the Swiss allow him to pay in sterling lliat .sliifts the busi- 
ncs.'i of exchanging the. currencic.s hut the essence remains 
live same — an offer of sterling, a demand for Swiss francs. 
,\n American tourist in England creates a demand for 
sterling, olTcring dollars, 'rourist traflic has precisely the 
«ainc effect as trade in gonds—forcign tourist expenditure 
in Enrland is a purchase by foreigners of Engli.rii serr'ices 
;!ncl is ofteti r.died an ‘invisible c.xport’. 
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may be imagined to travel back, and the borrower enters 
the foreign exchange market to demand the lender s cur- 
rency in exchange for his supply of his ovti currency, 
English lending abroad in the nineteenth century involved 
enormous demands for foreign currencies in exchange for 
sterling. Repayment of some of these loans now is a 
source of demand for sterling, foreign currencies being 
offered.'^ Payments of interest on outstanding loans and 
dividends on shares held in countries other than that in 
which a company operates also occasion transactions in 
the foreign exchange market, and may conveniently be 
regarded as pa)mient for services rendered by the lenders 
in leaving their capital imwithdrawn for another year. 
Interest and dividend receipts, like the receipt of pajunents 
for exported goods, occasion a demand in the foreign 
exchange market for the currencj" of the recipient countr)", 
the debtor’s currency being offered in exchange. 

The earnings of shipping companies and their em- 
ployees, after allowing for expenditure in foreign countries, 
must also be reckoned as receipts of the country for ser- 
vices rendered. Imports are valued when they arrive in 
the country and exports when they leave the countrJ^ 
English importers have, however, only to pay to the foreign 
exporter and his transport agents sufficient foreign cur- 
rency to pay for the goods at the foreign port — ^the rest of 
the value, as entered by the Customs officers, is paid to 
the shippers. If the shippers are English, then the value 
of imports over-estimates the demand, originating in 
import of goods, for foreign currencies, and the value of 
the English shipping ser\dces must be credited to the other 


with reason) described as ‘exporting capital’, and the student is apt to put 
such an item on the same side as ei^oit of goods. The solution of the diffi- 
culty is to be found, I believe, in picturmg the capital transaction as an im- 
port of securities. Securities have to be paid for just as do imported goods. 

^ During the war of 1939-45 the U.K. was able to finance imports of 
goods out of all proportion to U.K. exports, pardy because other countries 
■n ere repaying earlier loans, so providing the foreign currencies with tt hich 
the foreign goods could be bought. 
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Fide of the account. H\-porls arc valued at tJie exporting 
port, and if the foreigner has to pay, in addition, some 
ch.ij-ges for English shipping services, that constitutes an 
additional demand for English currenc\- beyond that 
accounted for hy the f.o.h. value of the exported goods. 
Tiic net value of all the shipping sendees of English 
nationals must i)c reckoned as reducing the English de- 
mand for foreign currencies, or, what comes to the same 
thing, increasing the foreign demand for English cur- 
rency. 

Tiicrc are a number of other sen*ices payment for which 
leads to foreign exchange transactions — sendees of in- 
sunince companies, acceptance houses, film companies, 
employees of governments, and traders residing in other 
countries. Any pa)TTient for which the payer’s resources 
consist of one currency and the payee’s requirements arc 
in another currency lead to foreign exchange transactions. 

In the light of this analy.sis wc can now see that the 
demand for English currency is greater, the greater is 
thcvalue of English exports of goods, scrtdcc's, &c., and the 
Uie.tler is the sum of capital payments to English people, 
"f’hc supply of English currency, oHcrcd by foreigners 
^\'*inling their own currencies, is greater, the greater is the 
value of goods and servdccs imported into England, and 
the greater are the capital sums being remitted by Englisb- 
mcn to foreigners. The demand for and supply of a cur- 
rency depend*; on the behaviour of tiic various items of 
the balance of pinincnis %Yhich wc h.ave ju*;! been di'scu.ss- 
ing. On uh.ii do exports and imports, botli virible and 
invi'dble, and international capital movements depend? 
I'A'ports and import.*; of goods and scn'ices depend upon 
Vk'orld LC'tcit (the basts of demand for goods .and scix'iccs 
ol a cfiuntry*), on the productive equipments and natural 
rrcource;'; of diuerent countries, on the levels of money 
inconie*^ in dilTcrent cfumtricf, on Cu'>tom^ t.arifT. and on 
lijo foreign cxchanc'’ nttc-. The first two of these detcr- 
miaanis rennot be dl-cU'-''-id here: that is the protince of 
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books on international trade. We assume tastes and pro- 
ductive equipment as given. Then a countr}' can export 
more goods and sell more ser\dces to foreigners the lower 
is its level of prices (given productive equipment, the 
costs level is given by tlie money-incomes level; the whole 
can, for the sake of brevity, be described as the price 
level). The higher its price level tlie more will its citizens 
be able to buy foreign goods. (Alternatively we can say 
that the higher the home price level the more attractively 
priced will foreign goods appear as compared \rith home- 
produced goods.) But the attractiveness of English prices 
to foreigners, and of foreign prices to Englishmen, de- 
pends not only on the level of prices at home and abroad, 
but also on the foreign exchange rates. The higher the 
price of dollars in terms of sterling, tlie lower will English 
prices appear to Americans, and the higher Avill Ameri- 
can prices appear to Englishmen. At $5 = £1, anjthing 
priced at $5 in America is cheaper to the Englishman than 
an}thing priced at 3or. at home. But when the exchange 
rate is §2-50 = £1, tlie 30s. article is the cheaper, to 
Imglishmen and Americans alike. 

The balance on current account therefore depends upon 
relative price levels and the foreign exchange rates. The 
balance on capital account depends on tastes, productive 
equipment, See., again (but we are taking these as given), 
and on relative interest rates. The lower the rate of 
interest at home relative to rates in other countries, the 
more \\dll the home country be lending to foreigners, and 
the smaller Arill be the contrar)" movement. Conversely, 
the higher the rate of interest at home relatively to interest 
rates elsewhere, the less will the home country' be lending 
to foreigners and the more foreigners will be lending to the 
home country'. 

The entire balance of payments which determines the 
demand for and supply of a currency in the foreign ex- 
change inarket thus depends {assiimitig tastes and teclmical 
actors given) on three general factors — ^relative price 
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levels, foreign cxdningc rates, and relative interest 
rates.^ 

The fixing of the foreign exchange rates is the business 
of llie foreign cxcliange market. But price levels and 
interest rates in particular countries are beyond the 
control of the foreign exchange market. When, given tiie 
state of price levels and interest rates, the foreign exchange 
rate is fixed, the balance of patnnents is fixed. How will 
the market decide what rate to fix ? Its decision is deter- 
mined by its attempt to ‘clear the market’. Dealers want 
to satisfy all buvers of anv currenev and all sellers of anv 
currency. They must therefore fix that rate at v/hich the 
‘balance of payments’ will balance. Once given the rela- 
tive price levels and interest rates, the foreign exchange 
rates are determined according to the simple principles of 
marker equilibrium. 

Once a foreign exchange rate — say, the price of pounds 
sterling in terms of dollars— is fixed, any disturbance of 
price levels or interest rates will disturb the market. A 
fall in the English price level, for instance, will tend to 
incre.asc the demand for sterling (by making English goods 
che.aper to Americans, while American goods become 
dearer to Englishmen with their lower money incomes), 
'riic increased demand for sterling v*ill (on ordinar}' 
supph-and-demand lines) lend to raise the price of 
sterling. A lower price level (and similarly a higlicr 
interest rate) tends to turn the balance of payments 'in 
favour of the country (i.c. strengthens the demand for its 
cutrency), and this tends to raise the foreign price of its 
nurency. If, thcicfore, the banking authorities wish to 
Infujencc the foreitm cxdiancc rates, = they must do it by 

♦ 10 tt’nie twtnr, of cc xirs*. m the Isi'lit o*' 

il r •■-fcv'nt*' ft! curfs-tide*. 

k ‘TCi <■*? v'rufsf-, she fortri.to ni*t b> 

ur"? thf I*;*' *5'*' t ■>ss-irn 'Hie fij'r 

ti.f’ti*'* i iw s.tv!r«’'S's ^4 u*'- 5I «c 'JVrst.rt Esetan^r sJ'r 

{'O" A "Se rrt'.cr-! t? e r-stfT.U"t siftns'itl Asr Jordr". 

s-'i'Tr-’Y hetn^ htltr 
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influencing the price level and the rate of interest. To 
this end a central bank may use its Bank Rate weapon, 
with the effects on the domestic situation discussed in 
Chapter VI. The working of Bank Rate policy on the 
foreign exchange situation is examined in some detail in 
Section III of this chapter. Before that we shall glance 
for a moment at the objects which a central bank conunonly 
has in mind when it seeks to influence the behaviour of 
the foreign exchanges. 

II. Introduction to the Gold Standard^ 

The gold standard is a device — or series of devices — 
for maintaining equality between a unit of currency and 
the value of a fixed weight of gold. By its operation'the 
pound sterling, for example, may be maintained as the 
equivalent of 113 grains of fine gold. Nowadays this con- 
nexion beUveen the currency and gold is of little direct 
importance. What is of importance is its implication 
when other currencies are sirrularly linked to gold. For if 
a pound sterling is maintained equivalent to 113 grains of 
gold, and $5 are also maintained equivalent to 113 grains 
of gold, then one pound sterling is equivalent to $5 — ^the 
exchange rate between dollars and sterling is fixed by the 
operation of the gold standard. The main attraction of a 
gold standard nowadays depends upon its being adopted 
by other important countries, so that foreign exchange 
rates are narrowly tied. We shall therefore concern our- 
selves mainly with the aspects of a gold standard as an 
international standard rather than as a gold standard. 

The maintenance of the gold standard depends super- 
ficially on tu'o technical conditions. First there must.be 
untrammelled convertibilitj^ either direct orlndirect, of 

‘ For more detailed discussion of the gold standard the reader should 
consult Gregory, The Gold Standard and its Future (esp. chap, i) ; Keynes, 
Treatise on Money (esp. chaps xxx\' and xxsvj); Robbins, The Great 
Depression (chap, van); Whale, International Trade, and ‘The Worldng of 
the Pre-War Gold Standard’ (m Economica, 1937, p. 18); and Whittlesey, 
International Monetary Issues. 
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r,o!d into cuncncy nnd currency into gold nt n fixed price. 
This convertibility is gcnernlly niaintnincd at the central 
hank, though a government department, such as the 
'Treasur}* in the United States, may convert gold into 
certificates which find their way into the central bank. 
'I'hc convertibifiu*, if direct, is into gold bullion (or coin 
of guaranteed gold content), and if indirect can be into 
claims rvhich arc readily convertible into gold at fixed 
rates somewficre else. If the convertibility is indirect the' 
system is called the Gold Exchange System. The second 
lechnic.'il condition is that there must be free trade in 
j gold -“free trade in both directions. Tlrcre must be no 
fembargo or taxes on cither the import or the export 
of gold. 

If these two technical conditions arc fulfilled in any two 
countric.^; the exchange rate between the currencies of 
those countries is fixed within very' narrow limit.s. Sup- 
pose the pound to be convertible into 113 grains of gold 
in tendon, and titat $5 arc convertible into 113 grains of 
gold in Kew York, and that there is no artificial impedi- 
juent to the mov'emenl of gold from America to England 
and vice versa. Then the exchange rate between the two 
could move only slightly away from $5 ™ £1. If at that 
rate there was an unsatisfied demand for dollars the price 
of tlie dollar %\ould tend to rise towards $4'95 — £t* 
When this occumH.! dollars would be obtained otherwise 
ilian throtjgh the foreign exchange market. £j million 
might be sold at the English central bank in exchange for 
113 million grains of gold, the gold shipped across the 
Atlantic, and convened in New York into dollars at the 
fixed rate “-securing $5,000,000. The nnugin bct\*.een 
ihU amount and the $4,950,000 obtained by direct pur- 
of dollars in the foreign exchange market would 
have Xu cover the expenses of taking the gold across tiie 
Atlantic, &r- 'fht'Se expenses would determine how far 
xh‘^ ffuign exchange rates could move freon th,K ‘par of 
exihange’ ($5 - £t} before gold w,is mcAx-d. The rate 
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in the market could move to, say, ?4-95 -- fj before it 
became profitable to take gold from London to New 
York ; that rate would be called the ‘gold export point’ 
for London, the ‘gold import point’ for New York. 
Similarly the rate could move to, say, $5-05 -- before 
it became profitable to exchange dollars for pounds in- 
directly, by shipping gold from New York to London. 
That would be the gold export point for New York, the 
gold import point for London. As long as the technical 
conditions of the gold standard were maintained in both 
centres the exchange rate could not move outside the 
range bounded by tlwsc two ‘gold points’ or ‘specie 
points’. The main attraction of the gold standard nowa- 
daj’s is that it docs restrict the foreign exchange rates 
within these very narrow limits. 

These two technical conditions imply a third— that tJiere 
shall always be, in the hands of the monetary' authorities, 
a reserve of gold or claims to gold adequate to meet all 
likely demands. For unless there is an adequate reserve, 
convertibility' of the currency' into gold cannot be guaran- 
teed. Reverting to our analysis of tlic determination of the 
foreign exchange rates, we may say that if the exchange 
rate which balances the balance of paymicnts (excluding 
gold movements) is within the range between tlie gold 
points, all will be well — there will be no demand for gold 
on either side. Hence the advantage, when going on the 
gold standard, of choosing a value for gold which will 
dictate a rate of exchange which correctly reflects relative 
; price lev'els and the fundamental international trading 
conditions. But if conditions change so that the total of 
imports (visible and iowsible) and capital outflow exceeds 
the iterns on the other side, the exchange rates w'ill be 
forced to the gold axport point, and gold will flow 
oUt to make the of payments balance. If this is only' 

temporary tlie cen^^^ bank can look on w'ith equanimity. 
It must have a gol 4 rcser\'e adequate to meet such tem- 
porary' drains; but need not worry' about them. But if 
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the dniin of gold should continue, the gold reserve will 
uUimnteh* be exiiausted. The traditional remedy for 
such a situation was for the central bank to attempt, 
by raising Hank Rate, to influence internal prices and 
interest nttes so that tiie balance of payments could once 
more l)C balanced without recourse to gold exports^ 

If, on tlic other hand, the stnicturc of prices and interest 
rates leads to a surplus of exports, capital inflow, See., over 
imports, &c., the foreign exchange rate moves up to gold 
import point and gold streams in. If the movement is 
tcmponiry, well and good: the gold acquired will be useful 
for meeting a temporar)“ drain when conditions are re- 
versed. But if it goes on the central bank can afford to 
indulge in a cheap-moncy policy — though tlierc is little to 
force it to tlo so except consideration for other countries' 
gold reserves. This ouglit in fact to be a weighty argu- 
ment if the cotmtry concerned much desires the gold 
st.indard for the sake of stable foreign exchange rates. 
'I'hc gold standard brings stable foreign exchange rates 
only if other countries can also maintain the gold standard: 
every gold-standard country* has therefore some interest 
in the maintenance of the gold reserves of other gold- 
standard countries. 

Once this connexion between gold flows and internal 
credit policy is grasped the peculiar arrangements by 
which the nole-L'.sue is tied to the gold resers’e of a country 
look X cry much more like good sense. For, whatever the 
p.uiiadnr system, the general principle of these note-issue 
restrictions is that a loss of gold curtails the note-issue and 
vice versa, Wc irave already seen how the maximum note- 
Rnuc sets a limit to tire amount of bank money which the 
centnd b.mk can force on the country' or tfderatc. Re- 
ducing the noie-issuc maximum when gold flows out hair 
the effot therefore of reducing the supply of bank money, 
llic reducli'm is affected partly by the p,L«sive operation 

dit 'j thn Owpttr. 
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of the banking system : gold-exporters exchange their bank 
deposits for deposits at the Bank of England, and those 
deposits for gold. So far the reduction in bank deposits is 
equal to the efflux of gold, and there has been no distur- 
bance of bankers’ earning assets. But a further reduction 
by active operation of the banking system follows : for gold 
is exchangeable not merely for bank deposits, but also for 
that pecuhar type of money called ‘cash’. The cash ratiol 
of the banking system is reduced by a withdraw^al of cash i 
equal to the cancellation of deposits. In accordance with| 
their liquidity rules the banks set about reducing their 
earning assets. This action forces a further fall in deposits | 
and a rise of interest rates. A deflationist movement has 
set in — ^which is precisely what is dictated by the curtail- 
ment of the central bank’s powers of note-issue. If the 
bank’s note-issue were not so curtailed it could insulate 
the banking system from the effects of the gold losses by 
substituting other assets for the departed gold. The object 
of simple tying of the note-issue to gold is to make such 
insulatory action difficult for the central bank. 

Conversely an influx of gold sets in motion a multiple 
expansion of the supply of bank deposits and allows the 
central bank to provide the additional notes which may 
then be required. The increase in the maximum of the 
note-issue is, in a sense, designed to point out to the 
central bank that an expansion of credit is appropriate. 
Typing the note-issue to gold was in fact designed to oblige 
the central bank to behave in the way appropriate to the 
maintenance of the gold standard. That its task is not so 
simple as this theory of note-issue regulation supposes we 
shall see presently. 

It is important to recognize that whether or not the 
central bank changes its official Bank Rate immediately on 
a gold efflux or influx does not alter the fundamental 
movement. A gold influx, by adding to the cash reserves 
of the commercial banks, makes for lower rates in the 
market at once. Unless the central bank is going to offset 
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Uic influx it might ns well recognize the change in market 
rates and, wishing to maintain contact with the market, 
lov;er its official rate forthwith. Central banks do nowa- 
days, in recognition of the slowness with which cheaper 
money will act on the situation, generally move their 
official TiiiCii down quickly — giving market rates the lead 
rather than vice versad An efflux of gold leaves the central 
bank with less choice: for the commercial hanks can 
profitably draw more cash from the central bank as soon as 
the loss of cash occasioned by tlic gold efflux has forced 
market rales above Bank Rate. If the central bank is to 
force any appreciable contraction of credit it must raise 
its official Bank Rate forthwith. In practice it is nowadays 
inclined to lead rather th.in to follow market movements. 

Central bank.s arc encouraged to use their Bank Rale 
weapon quickly when they arc obliged (by note-issue 
rcgtilations) or choose to react po.sitively to a gold efflux or 
influx, by certain effects whicli Bank Rate movements have 
in providing immediate palliatives for the situation, quite 
apart from the: more deep-seated effects on the balance 
of payrnent.H. Indeed it may be just to remark tliat the 
ui'c of Bank Rale for controlling the external situation was 
originally directed toproducing palliatives rather than cures. 

.Again, Bank Rate policy as a controller of die external 
lituaiion w;ls originally designed to support the gold 
stand.trd; but die B.mk Rate weapon (always, of course, 
sanctioned by the centra! bank’s position as a source of 
cashl is ec|ually the only important weapon wliich the 
centra! hank can use to influence the foreign exchanges 
when the cmintjy is not on the gold standard. The mere 
Uict that a gold standard is not being maintained docs not 
ir.can that tlte central bank can or will ignore the effects 
of iti, actions on the foreign exchanges. The substantial 
r.dvi.ntagt';^ of the gold standard can he secured in part, 
and witb.mn fomc of the disadv-nntages of the gold stan,- 
fkanl, by rea^-onablc but not rigid stability of the foreign 

* tix'rp’rv <>f ihjf <<or.irr«i in S'rtwntj rf shl'j. 
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exchanges. All central banks arc consequently bound, 
even if they arc entirely free from gold-standard laws or 
■note-issue restrictions, to pay some attention to foreign 
exchanges. We shall, in our analysis of the effects of Bank 
Rate policy on the external situation, have to bear in mind 
the case of an independent monetary- system as well as 
a gold standard, though wc shall stress rather the latter 
case. The fundamental difference between them is this; 
in the gold-standard case a favourable turn in the balance 
of payments has only a limited effect on the foreign ex- 
change rate, gold flowing in as soon as gold import point 
is reached; whereas the price of an independent currency 
in the foreign exchange market will continue its rise un- 
checked. Contrariwise, tlie fall of a gold-standard cur- 
rency is, and that of an independent currency is not 
checked by an effliLX of gold.* In the gold-standard cas( 
central-bank action is designed proximatcly to produce 
•or to check gold movements: in the other case to product 
' or to check movements in the foreign exchange rates. lu 
weapon is the same in either case. 

III. Bank Rate and the External Situation 

A change in Bank Rate influences the foreign exchangt 
markets through three channels: (i) the short-term money 
market, (2) the long-term capital market, and (3) th< 
balance of trade. 

The short-term money' market is affected directly by 
a differential change in the Bank Rate of one country 
Short-term rates in that country' having risen relatively t( 
those prevailing in other countries, that country' is dearei 
for borrowers — W'hether tliey' are people seeking to dis- 

* It has sometim^ been supposed that the effects of Bank Rate change 
■when currencies are hidcpendcnt are limited to automatic adjustments ii 
the fonvard exchange ihtes. But Mr. Einzig. the leading authoritj- on thi 
subject, has shown (in his Theory of Foncard Exchange) that there ar 
reasons m the technical limitations of the arbitrage market for its no 
occurrirg automatically: in which case the effect of Bank Rate changes i 

not sprery different under the two systems. 
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The thirc! channel through which B.ui!: Rate aiTccls tiie 
foreign exchange marhef the balance of trade. 1 he 
phmse 'balancc of tr.idc' must be interpreU d here (:b. else- 
where in the book) to include invisible ;ts well .as vi-siblc 
items on current account (c.apilal transactions being ex- 
cluded). The balance of tr.adc is alTcctcd by the change in 
Bank Rate as and when the latter begins to h.tvc eflcct on 
the level of prices and aggregate money income of the 
countrv'd The initial effect of the ch.angcd internal situa- 
tion w'ill be (in the ease of dc.arcr money) a decline in 
imports of raw nuteriaks and of capital goods. Later, as 
money incomes fall, the contraction is h'!:e!y to .spread to 
foodstuffs and other importcel consumption goods. 7’hc 
fall of prices in the country is likely to lead to an increase 
in its exports, though thi.s may be hindered, if the countr/ 
is a really important one in die world economy, by its 
deflationary policy producing trade depression in the out- 
side world as well as within its own borders. When (if 
ever) the general scale of money incomes (and therefore 
of costs) ha.s fallen, the lower costs of producing exports 
will have established exports on a new liigh level, and 
imports will be on a new low level. The eventual effects 
of dear money on the balance of trade arc therefore to 
stimulate exports and curtail import,s; but these ofTccls 
only appc.ar as the internal situation is controlled by the 
Bank Rate polic}', and much else is likely to happen before, 
things settle dowm to a new equilibrium. 

Quick effects on the balance of international payments 
(a phrase which includes not only the balance of current 


modified by the direct eficct of the rcdiitribiition of purch.i<iin!» po','cr on 
the course of intcni.ntional tmde. (For this point see Roiicrtson, ‘A Note on 
Problem’, in Pirou and Rohenson, Ccorm'iic I 2 fsnys flwi 
Addressn, p. i“o.) But I am considering here only immediate effects, and 
m the short period the general probability that the lender’s cvtncncy ss-ill 
be subject to greater pressure is infinitely incrc.ascd. 

* end of Chapter VI it was argued that these effects of a Bank 

Rate ^angc arc at b>tst sluggish: the following sentences must be read 
with that argument in mind. 
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trade* btst abo line long- and short-term capital movements) 
are likely to be restricted on the whole to international 
capital movements anti particularly to movements of 
short-term funds. I'or producing movements of these 
short-term funds Bank Rate may be indeed ‘a beautiful 
instrument'; but its efficacy in overcoming temporarily a 
disturbance in titc balance of payments by regtilating ihe< 
flow of ,sbort-tcnn funds depends upon two c'sscntial 
conditions; the existence of a good market for short-term 
funds in the centres affected, and confidence in the fnturc 
of the foreign exchange value of the currency which people 
arc induced to acquire. These two conditions, especially 
the former, arc apt to be overlooked even by monetary 
authorities. 

The condition that tlicrc should be a good market in 
short-term funds means that there must he, in the centre 
to which fund.s arc to be sent, channels for the loan of 
short money and borrowers (or guarantors) whose credit 
siajiding is recognized internationally. This condition is 
mo.st clcarlv met in the London bill market, where the 
guarantors, in the c;i$c of trade bills, are the Accepting 
1 fouses, whose international position is beyond question, 
or, in the case of Treasury Bills, the borrower is the British 
Gm'emrnent. The position of the other great financial 
centre:^ — Xcw York, Paris, Amsterdam — is not radically 
dissimilar, More commonly, in great centres and small 
.dike, the borrower.*; whose credit-worthiness secures 
internat iona! recognition arc the leading commercial banks 
v ith whom the money may be deposited. It is important 
to fca!)-/e here that tlie I's.scniial condition is not that the 
bank (borrowing) must be ‘sound* but that it must he 
internationally rccogniatxl as such. The banks of Latvia 
.md ban Sa1v;u1or may be perfectly grmd, well nm, and 
p.ytinL' institutions, hut unles'.* foreigner have .sue!} con- 
iideiuc in them that they arc ready to deposit funds with 
theni whr st a rate dilTcrcntial appears or widtrs^tlicir Bank 
Baits are inrITettivc irs regulating the flow of short-term 
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funds. Of Ji number of short-icrm interest rates^ in a 
centre, which particular rate is regulator of the inter- 
national flow of funds depends, of course, on the channels 
for lending and borrowing which arc most attractive to 
international dealers. In London the main bill rates arc 
most important in this respect; but in less-developed 
centres the deposit rale allowed by the commercial banks 
is frequently the decisive rate. 

The second condition is that there should be confidence 
in the future foreign exchange value of the currency in 
which loans are to be made. A differential of i or 2 per 
cent, per annum on a three months’ loan docs not attract 
lenders if they fe<ar that within the three months the cur- 
renej’ may have lost 20 per cent, of its value in terms of the 
lenders’ home currenc}'. Whether their fears are rational 
or not docs not, at a given moment, matter. The fact that 
they have fears is enough to stultify the action of the Bank 
Rate weapon. To this limitation the Bank Rate policy of 
even the most highly developed centres is subject. It is 
particularly important when centres arc not on the gold 
standard, for then the risks of great movements in the 
foreign exchanges arc patent. (Accordingly the effect of 
Bank Rate in regulating international capital movements 
is likely to be far weaker when currencies arc independent 
than when they are on tlic gold standar^ But the limita- 
tion applies to the efficacy of Bank Rate even in great 
centres on the gold standard. Of the importance of this 
argument there were many illustrations, under botli gold 
standard and independent currencies, in tlie inter-war 
period. In the summer of i 93 ^» when there was a pro- 
longed ‘flight from sterling’ (withdrawal of funds from 
London), London short-term rates rose sharply, far above 
the levels of New York and Paris. But money still streamed 
out. Foreigners held the opinion that the British cost level 
was too high and that the Budget position was bad, and 
that sooner or later — and probabl}’' sooner rather than 
later sterling might fall. It did not matter whether they 
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iliossghi ii ?«/?/// fall or it must fall'-tlic existence of the 
risk was sufficient to deter them from securing the i or 2 
per cent, extra on the loan transaction. In December of 
that same vear, when Bank Bate already stood at the very 
liigli level of 6 per cent., and the dollar price of sterling 
was falling with disturbing rapidit}', some economists 
were suggesting tfiat Bank Rate should be raised drastically 
ho stop the rot’. W'hat good this would have done it is 
difficult to see. Foreigners wlio had confidence enough 
in the future to leave their money in London had already 
a quite appreciable interest margin in their favour to 
encourage tbem to maintain their London funds. Those 
who feared that the pound was going down much fartlicr 
would not have thouglit 3 or 4 per cent, more per annum 
an adequate compensation for risks. So far as deflation of 
the internal pricc-nnd-incomc stnicturc was concerned, a 
JO per cent. Bank Rate could have worked no more rapidly 
than the 6 per cent- Rate together with the deflationar}' 
public finance was already working. What would certainly 
have followed from a rise in Bank Rate would have been 
more expensive sen'icc of tlic National Debt, so intensi- 
fying the difficulties of balancing the Budget (on which, 
incidentally, foreign opinion so largely turned), .And it i.s 
quite possible that a sharp ri.sc in Bank Rate from it.s 
alrc-idy Jiigh level would have given foreigners the idea 
that tlic British situation was out of hand and that tlic 
authorities were panicle}’. The damaging effects even on 
internal confidence of a rise in Bank Rate to panic levels 
liad been clearly demonstrated in August 1914. There is 
a point hewond which further rises in Bank Rate can do 
nothing hut h.trm. 

Paris has provided numerou.s examples of this limitation 
of die Bank Kate weapon. At the time of the Great Bear 
Drive, in tlic winter of J923-4, the nuihorities did at fjrat 
attempt to ctfsp the fall in the franc by raising the offici.al 
Bank Rate. In two successive weeks this was done. On 
the first occasion the rate of exchange improved slightly 
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for about three da^'S and then slid back beyond its former 
low level. The following week, when Bank Rate was raised 
again, the only apparent effect was an acceleration of the 
decline in the franc. Again, during those four years 
1932—6, when France was on the gold standard but a fresh 
devaluation was inevitable, the Bank of France several 
times attempted to fortify the franc by raising Bank Rate. 
AsinBritainini93i,soin France in i 933 " 6 i the price level 
was too high and there was a serious Budget deficit — the 
most important difference between tire two cases being 
that in France the Budget deficit was far more serious and 
far more difficult to eradicate, \\niat was the effect of 
raising the Bank Rate? Given the general political and 
social conditions, and the limitations, in the most favour- 
able circumstances, of the Bank Rate weapon, any effect 
higher Bank Rate might have in deflating internal prices 
and money incomes was bound to be a painfully slow 
business. On the other hand, there was immediate effect 
on the priccwhich tlie French Government had to pay on 
its substantial and growing short-term debt. The Budget 
deficit was thereby aggravated, and it appeared all too 
probable that long before high Bank Rate had c.\'crcised 
any serious deflationary' effect the enhanced Budget deficit 
would have driven the authorities into the inflationary 
state which the Frenchman dreaded and which the 
foreigner would view as irreconcilable with tire mainten- 
ance of the gold parity. Little wonder then that when we 
read in the papers that Paris had put up Bank Rate again 
we took it as a signal that devaluation w'as one step nearer. 

It is sometimes supposed that, now' that forward ex- 
change markets are developed, a higher Bank Rate can 
ahvays attract funds to a centre W'here there are lending 
facilities because the lender can protect himself in the 
forward exchange market against the exchange risk. This 
waw overlooks the fact that one side of the forward rnarket 
is practically certain to be very' limited — and the more so 
the more prevalent is one particular wow about the future 
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of « currency. If prifcljcaliy cveiyone e.\*pects tJic currency 
to fell. It \vili he exceedingly difficuk to secure cover. 
Accordingly there appear those extreme discotmts and 
premium.*; that were so frequently evident in the fonv.nrd 
marhets for 'Gold Bloc^currcncics in the nineteen-thirties. 
These substantial premiums and discounts can easily 
outtveiph tlic widest conceivable dilTcrcnces in interest 
rates. 

Bxperienre has also taught us that it is not true that a 
change in relative interest rates (giv’cn the state of con- 
fidence) produces automatically the appropriate change 
in fonvard exchange rates, so that there is no profit in 
moving funds. Apparently the arbitrage market is far too 
limited for iliat, and a change in relative interest rales 
produces sotrw change in fonvard rates, some shifting of 
fund.s, and accordingly some change in spot rates.' 

^ Even in this field of regulating the flow of short-term 
funds, therefore, Bank Rate, though perliaps a ‘delicate 
and beautiful instrumenth cannot work under all circum- 
stancc-s. It is true tliat a prominent place in the armoury- 
should be given to a weapon .so well adapted for dealing 
with ‘normal conditions'; but let 11$ not try* to u.se it for 
every concci-vablc purpose. And if we am find in central 
lumks' operations in the forward axcliange market* a 
useful supplement to Bank Rate policy, .so much the belter. 

Xow that we liavc supplemented Chapter A' I by examin- 
ing the external effects of Bank Rate changes, it E perhaps 
worth summariidng our conclusions about the efficacy of 
this cb-^sic weapon. Bank R.ite may be used by centra! 
b.tnks foj operating on both the internal .situation and on 
the external .situation. Internally its main effects are 
proIxiMy tliosc indirect ones which result from its dis- 
turbance of the flow of cajutal consiruaion and replace- 
ment. It« eventtw! potenev mav be suh^it.antial but it i* 
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certainly apt to be extremely slow to show results, and 
governments have lately followed economists in turning 
to the possibility of influencing the internal economic 
situation more directly, by some such device as the con-^ 
scious control of governmental investment. Extemallyi 
Bank Rate has tlie indirect effect of influencing the relation 
bct\veen incomes and costs at home and abroad (and 
therefore affects the balance of trade). Ivlore quickly — 
and in special circumstances with marked efficiency — it 
can regulate the international flow of capital, so enabling 
a country to overcome a temporar}’' disequilibrium in tlic 
balance of trade without upsetting its entire economic 
structure. Given the conditions we have detailed above 
it has these very considerable uses. It worked to greatest 
satisfaction perhaps in London in the last few years before 
1914; but the conditions of those years were, even for 
pre-war years, far from typical, and it would be futile to 
attempt to restore that state of affairs, even if we desired 
to do so. 



CHAn’ER vm 

THE HVOLOTION OI- 
INTERNATIONAL AIOXETARY SYSTEMS 

1 . Tlr Gold Standard before and after igi.f 

Ddiuk« the Great War* and the years immediately follow- 
ini: it the monetary systems of many countries were in a 
state of chaos. This spectacle was the outcome of the 
.subordination of the monctar}’ systems of the bcliigercnt 
States to the financial needs of their governments, while 
ignorance of monetary theory and the strength of certain 
interests had added fuel to the infiationist fires. The dis- 
eonrforts attendant on the chaos became more widespread 
as time went on,~ and eventually a v’cry natural and healthy 
rc:Ktion sd in. Thonging eyes were inevitably turned to 
theprc-iyi4 world—and in tenns of monetary affairs pre- 
1914 ntethods had one name: ‘the gold standard’. To all 
countries alike, and especially to those whicli had been 
through complete chaos, the restoration of the gold 
standard became a most scriorrs object. 

For a ntimbcr of reasons English views upon the way in 
\shich a restored gold standard .should be worked pre- 
<!omiir.'tted. 'FIjc Englisir gold sovereign had been virtually 
an international coin iu*forc tire war. England had had a 
longer experience of the gold standard than had any other 
country. London had in pre-t9i4 days been the leading 
financial centre of the world, so that its mouetaiy system 
had n.aturaiiy received mo.st widespread attention. England 
Ij.rd already, before the end of the war, Irccn thinking about 
the monetart' system, and ofiicbl riews had been 

nrtualiy firrmulated iti the CunlitTe Report. Last, but by 
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no means least, English thought prevailed because English 
financiers, bcUc\ang that the restoration of an international 
standard would stimulate a rc\ival of international trade 
from which England would gain so much, were anxious 
to offer advice and assistance to countries whose monctar>’ 
sj stems had fallen into chaos. 

IMiat -was the advice which English authorities gave 
both to other countries and to our own people? Restore 
the gold standard: that was fundamenUil. The tvay in 
which ‘a complete and effective gold standard’ worked was 
set forth in the First Interim Report of the Ctinliffe Com- 
mittee, in That Report purported to describe the 

working of the pre-1914 system. In its simplicity that 
system appeared sublime. If the Bank lost gold as the 
result of an adverse balance of payments or as the result 
of active trade at home, up must go Bank Rate, wlxich ' 
would provide both a palliative (in changing the balance 
of international short-term capital movements) and a cure 
(in forcing a general rise of interest rates, credit contrac- 
tion, and damping-down of trade at home). Contrariwise, ' 
a decided influ.v of gold from abroad or a decline in home 
demands for cash for circulation should be followed by 
a lower Bank Rate and general expansion.’ The system 
turned on the central bank’s being obliged to respond to 
changes in its reserve of unissued notes (or idle gold) by 
changing Bank Ratc.^ International gold movements and 
home cash-circulation requirements should be the criteria, 
Bank Rate should be the tveapon. If the ‘resert’c’'^ fell, 

* The Report is reprinted in Gregort-, British Banhing Statutes and 
Reports, \ol. II, pp, 334 ct seq. (sec cspecialh, for abo\e point, pp. 

336-7)- _ 

= This ease t\as not put explicitl> in the Cunliffc Report; but it nas 
implicit in the analj'sis of the chain of ctents tshich should follotv a loss 
of gold. 

^ The Cunliffc Report allotted for the central bank’s ignoring seasonal 
motements: so far the sjstcm ttas not automatic. 

Reserve being, in the Bank of England sense, tlic unused note-issue: 
an amount dependent, under the Act of 1844, on international gold mot c- 
ments and circulation requirements 
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Hank Eair should he nised ui order to deflate. If the 
Reserve rose. Bank Rate should he reduced in order to 
innate. Tiiese were *ihe rules of the gold-standard game’.* 
(This was the fool-proof system by wihclt (to quote the 
Cunliffe Report) 'Domestic prices were automaticnliy 
regtdated so as to prevent excessive imports; and the 
creation of banicing credit was so controlled that banking 
could he safely permitted a freedom from State interference 
which wotild not have been possible under a less rigid 
currency system*.";; 

And so the gtSld standard w;is ‘restored* — at various 
dates in different countries, one of the first being Austria 
in 192a and the best being Japan in 1930 and Portugal in 
1931. England and most of the British Empire went on 
in 1925, and France, though nominally not until 1928, 
elTcctively about the end of 1926. 7 ’lirougli the later 
ntnctecn-twcntics the gold standard was working over 
mtich the greater p.ait of the world. And then what 
happened ? The international gold standard broke down. 
Though some countries were still on the gold standard 
until 1933 .and even 1936. .as an international stand.ard the 
gold si.mdard may he said to have collapsed in the summer 
of 1931. The reasons for its collapse have been discussed 
by tIoKcns of writers.*^ The argtnncnts mo.st commonly 
put forward may be grouped into two; durt the post- 1920' 
gold standard was subject to excessive strains — wage- 
rigidities, war debts, rcpanitions, ill-cbosen parities, Src.™ 
and that tb.e centnil b.inkers of the world did not ‘pliy the 
g.unc according to the nrlesk The first of these arguments 
is .imply discussed in other books. With it I find myself in 
.sy!?5pathy, though 1 believe that the contr.’.s* bctvreen the 
strains of the pre-iqKj world and the str.nns of the post- 
1920 worbi h.ij. been exaggerated, and tlsai it is not Ijv 
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itself sufficient to account for the contrast in monetary 

experiences. 

The second argument goes deeper. If the international 
gold standard broke down because the central bankers of 
the world did not ‘play the game according to the rules’ 
two questions arise, (i) Why, after the rules had been so|: 
clearly laid down in the Cunliffe Report and successive 
similar documents in other countries, did the centralj 
bankers break them? (2) Were these rules really the rulesj 
according to which the pre-1914 world had been so much! 
more successful in worWng the gold standard? To these 
two questions we must now address ourselves. 

First, why did the central bankers ‘break the- rules’ ? 
The clue lies in the Cunliffe Report’s qualifying phrase 
Tf the adverse conditions of the exchanges w'ere due not 
merely to seasonal fluctuations’. It was clearly recognized 
that purely temporary movements of gold and the cir- 
culation provided no justification for the initiation of an 
inflationist or deflationist banking policy. It would be 
preposterous to suggest that the efflux of cash from the 
banking system every week-end should justify the initiation 
of a deflation policy on Friday afternoon, to be followed 
by an inflation pohcy on Monday. It would, I believe, 
be as widely accepted that the central banks should be 
prepared to provide for increased cash needs of the public 
at harvest-time. Similarly it would seem that when a bad 
harvest leads to an adverse balance of payments the efflux 
of gold which results should' not be allowed to have any 
deflationary effects at home. When once we have admitted 
such arguments it is difficult to know when to stop. There 
is always some cause at work which can be regarded as 
temporary. Difficulties may arise out of this, of two Idnds. 
First, a permanent disequilibrium may be unperceived 
b^ause there are always some temporary causes at work 
which may be held to account for a gold movement. 
Second, a temporary cause, apparently justifiably ignored, 
may in fact take so long to be eliminated that the reserves 
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of tiie goId*bsing central bank may be exhausted in the 
prwess. Thc»e two kinds^ of diniculties may be illustrated 
by posing tlic views which. English aulhorilics might have 
taken on gold losses to Paris in 1928-30. Throughout die 
period there V, -as a tendency of gold to go to Paris; hut 
it was pronounced only when some blatantly temporary 
c-iuse was opertaing. For example, there was on one 
occasion a purely temporary* Bourse crisis in Paris which 
led Paris hanks to increase their cash in Paris by drawing 
funds from Ixindon. It would have been difficult to justify 
a deflation policy in England by the gold losses in that 
month. As to the persistent tendency’ for gold to leak to 
P.iris, there were two ways of looking at it: (i) the franc 
had been linked to gold at an unduly low level —as gold 
went in, prices would rise in France, and England had only 
to sit hack and watch the gold go until this happened; or 
(2) at the level of French prices and exchange rates, the 
ca.sh supply of I'rancc was unduly restricted. Under their 
awkward monetary' laws more cash could only be obtained 
by importing gold. England should therefore allow the 
gold to go: once the cash needs w'crc satisfied, gold would 
cease to move. Wliichever of these two views was tal:en, 


there was some case for offsetting the English gold loss, not 
allowitig it to have deflationaiy effect, because the move- 
ment teas ianporary. I admit dial there are arguments 
ag.iinst this; but central bankers had obviously some case 
for interpreting the ndcs to enable them to ignore certain 
movements. Once wc allow them to offset ‘temporarv’ 
movements, action depends on diagnosis of the situation. 
Ami that diagnosis h.ts to be made at oncc—not after 
st.aisiics months .and years in arrear have come to liand. 


It h verv e.isv 


to after the ment that such-and-such a 


diagn-: 


wws wronp: it is not so e.isy fo be iniallible in 


di.i^nrfsjug the f ituation on the y-pol. Uncertainly about 
the accuracy of one’s diagnosis is always apt, too, to kxive 
a bi.-< in favour of emphr^dzingthe iem|K>rary' oir-e ratlicr 
than ilu* drcp-^'ratcii cam.c.. Central bankers are, after all, 
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only human. I should therefore be inclined to argue that 
in so far as the central bankers did break the Cunliffe rules 
they were acting in the (justifiable) belief that the system 
did allow them some discretion, and that in solving the 
very difficult problem of diagnosis they may sometimes 

have erred.^ _ _ _ . 

Our second question is in effect : Did the Cunliffe Report 
give a fair picture of the pre-i 914 ^ ^ strongly suspect 

that the answer is negative, and that misunderstanding of 
the pre-1914 system was to an appreciable extent respon- 
sible for the contrast between the success before 1914 and 
the failure in the nineteen-twenties of the gold standard to 
provide a tolerable monetary S5'stem.^ Over much of the 
pre-1914 period the instrument of Bank Rate policy was 
used very warily, and in certain important areas — France 
is the leading example — it was scarcely used at all. The 
central banks, far from reacting automatically to gold move- 
ments, used all sorts of devices to make Bank Rate changes 
unnecessary.^ Inflationist expansion in England and the 
United States appears to have led, not to gold effluxes, but 
to gold’s being drawn into those countries to provide in- 
creased cash for circulation. Bank Rate certainly does not 
appear to have been a weapon universally used to keep gold 
supplies in different countries in line with each other. The 
varied needs of different phases of the Trade Cycle appear 
to have been taken care of, in part at least, by the Barik of 
France varying its enormous appetite for gold. There was,^, 
in general, no serious attempt to keep price movements iff 
different countries in line with each other by using that( 


I have been thinking primarily in tenns of English policy; but I 
believe that French and American policy can, to some extent, be explained 
along similar lines. Explaining is not identical with defending. 

, should consult Whale, ‘The Working of 

*e Pre-War Gold Standard’, in Economka, 1937. All that I have to say 
IS open to the same reservations he made there: the theory, like its more 
popidar altemauve, is unproven but seems to fit the known facts better. 

For an analysis of these weapons as used by the Bank of England, see 
my Bank of England Operations, iSpo-ipr^. 
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blunt ;ind i,if7g.ird in<itninK*nt Bank Kate —enforcing dear 
money in one cminu'V while cheap money was bcim^ en- 
forced in anotiier country'. Rather prices were kept in line 
hy hankirjg systems being passive (be. maintaining interest 
rales and security canons unchanged) while prosperity or 
depression, spre.iding from one country to another through 
the varying activity of export trades^ called forth the active 
money required to finance itself. Only when the move- 
ment —citlicr boom or depression— became extreme did 
the stiffness in the jaws of the French gold trap and the 
perturbations of the Bank of England set in motion any 
tnovernent of interest rates marked cnougli to liastcn 
reversal <jf tlie economic tide. 

So unlike were the rules of the prc-1914 game to the 
CunlitTc rules! It is tnic that in tlic last few years before 
1914 there appeared .a decided tendency for the system 
to become more like the CimlifTe system and that tendency 
jnight very well have gone farther.- But after 1920 all was 
changed. Tlie fonner variety of central-bank w’capons was 
forgotten: Bank Rate changes were to be the order of the 
day. Had it not been for those peculiarly great strains 
(particti)arly ill-chosen parities) W'hicij we have already 
n>cntioned the new system might Itavc been made work- 
able— particularly if tiu' Einiled States had been able to 
develop a foreign investment technique wiiich would have 
enabled her to use her gold as a post-1920 substitute for 
the pre-t9T4 French rcserc'c. As it w.as, other circum- 
stances eombtnecl with llte independent and highly variable 
B.tnk Rate poHcie.sof diiTcrent centres to coax into existence 
an enormous mass of short-tenn funds which could be 
transferred from cheaper to dcaier rnostey centres .as 
the wind happened to be blowing, \The Po>t-i920 Gold 
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Standard, with its all-important partner a jumpy Bank 
Rate, brought forth the ‘International Short-Loan 
Fund’ — a progeny that proved to be an Old Man of the 
Sea. For at the first serious crisis the tearing from centre 
to centre of this abnormally large International Short- 
Loan Fund proved more than any international standard 
could bear. 

It may be objected that I have exaggerated the jumpi- 
ness and the divergent movements of Bank Rate in the 
important countries; there was much ignoring of gold 
movements, much ‘offsetting’, much co-operation between 
central bankers showing itself particularly in concerted 
movements of Bank Rate. This is true. The co-operation 
between central banks was doing much to make the post- 
1920 system work more like the pre-1914 system. But that 
was when the central bankers were charged with ‘break- 
ing the rules’! Indeed, one feels tempted to suggest that, 
far from the gold standard collapsing because the central 
bankers broke the (Cunliffe) rules of the game, their most 
serious contribution to the working of the international 
standard was when, in defiance of the Cunliffe rules, they 
were taking long views and working co-operatively. 

The collapse of the gold standard left the leading coun- 
tries of the world in a position which they did not like. 
A simple reversion to the completely independent curren- 
cies of the early nineteen-twenties was most distasteful to 
those countries (especially in Central Europe) which had 
had most unpleasant experience of the dangers of indepen- 
dent paper currencies. These countries were for connected 
reasons unable to return immediately to the gold standard, 
and they solved their dilemma by establishing systems of 
exchange restrictions. These systems provided for govern- 
ment regulation of the foreign exchange market, the cur- 
rency being supported by reftisal to .satisfy all demands. 
If this system is used to prevent a speculative short-term 
capital movement fropa forcing dov/n the foreign exchange 
value of the currency unduly there is much to be said for 
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it. The nttc nt wJiidt tnsnsacttons are concludcil can be 
adjusted to a fiindamcntai change in the balance of trade, 
and tin* exchangc-resiricuons scheme may be temporary, 
designed just to overcome the immediate difficulties. The 
development of the Austrian sy.sicm between 1931 and 
1033 closely npproadicd tJjc ideal and merely p^wd the 
way for va freer and more comfortable system. On the 
other hand, there is a danger that the offidal c.Kchangc rate 
may Ijc held at an excessively high level, being supported 
by more and more rationing of demand for foreign c-x- 
change. Such a system is bound to lead to increasing 
isucrfcrcnce with the foreign trade of the country, and 
then increasing subjection of all economic activity to State 
regulation, as in the kindred systems of Germatiy and 
Russia in the ninetccn-ihinics. The outstanding example 
of an exchange-restrictions policy developing in this way 
is that of Germany in this period. 

But the development of iltc monetary systems of coun- 
tries which were less fearful of independent paper curren- 
cies was quite different. Our own countr>\ for example, 
reverted more or less exactly to the prc-1925 systetn. But 
the working of the gold standard had left behind it a legacy 
which was to prove almost as serious an embarrassment to 
the iudcpentlent system as it had liecn to the gold standard. 
This was the swollen international short-loan fund. Move- 
ments of these short-term funds were subject to all sorts 
of speculative influences, expectations about the future 
value of c.ach current^' being mo.'^t flcklc under the post- 
cthh atndttions, 'Bhe foreign exchange value of any indc- 
peiuk’sU p.iper currency was liable to move up or down 
mpidly simply because short-term funds were streaming 
in or o’,u, quite irrespective of any change in the fund.t- 
ntcntal relatiojus of inte.-nation.al prices. In these circum- 
Manecs traders very' soon became nctucly aware of tlie 
dbadvantage of being off the gokl standard— the varia- 
liiliiy of foreign exchange rates. P.irtictfl.arly vrar. this fo 
when the rise itt the foreign exchange value of sterling, 
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cflvjscd by an indux of phurt-tcnn fumi':, occuricd in the 
spring of 1932. For a movement in this direction hit 
the British export trades— a group of trades which %verc 
already, for secular and cyclical reasons, suffering to a 
peculiar degree. 

The distresses occasioned by attempts to uork the post- 
1920 gold standard were still far too fre^h in the mcmor>- 
to allow the problem to be solved by an immediate lelurn 
to the gold standard. The Britislt authoritie.s instead met 
the situation by devising a new system, worked by a new 
agency called the Exchange Equali'/ation Aceovmt . The new 
system was designed to steady without stabilizing tlie 
foreign exchanges, and to instilale, a.s far as possible, 
tlie internal situation from the ebbs and flows of the inter- 
national short-loan fund. This new* system had success, 
enough to stimulate imitations in several other countries; 
but in the following sections we shall be concerned 
primarily with the British Accotmt. Foreign imitations 
worked on the same general principles. 

II. The Exchange Equalization AcrounO 

The British Exchange Equalization Account is a sub- 
department of tlie Treasury, established in the spring of 
1932. Its functions had temporarily been perfonned by 
the Bank of England. There were three reasons in favour 
of the Government’s taking over the businc.'^s. First, the 
law regulating tlie Bank of England Return would have 
made secrecy impossible, and discouragement of specu- 
lative operations at first made secrecy desirable. (There; 
would also have been some difficult accountancy* problems 
to be solved before the Bank Return could be made out.) 

' This section refers almost cxclusncly to the nineteen-thirties. Post- 
tsar arrangements ha.c not jet crjstalhzed. It seems probable that 
officinl operauons in tlie forcijtn cxchanRc market mil be conducted on 
lines analogous to tiiose det eloped in tlie ’thirties, though exchange-rates 
mil be more ngid (under the Bretton Woods plan) and short-term 
capital movements tvih be obstructed ratlicr than offset. 
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foreign exchange value to decline— and contrariwise if the 
fundamental position causes a hardening in the value of 
sterling. If, on the other hand, pressure to sell sterling 
originates in a withdrawal of French short-term loans from 
London because Frenchmen now prefer to use those funds 
for speculating in Wall Street, the Account should be pre- 
pared to buy sterling in order to prevent the value of 
sterling from falling. Or if the foreign exchange market 
should be inundated with orders to sell francs and buy 
sterling, because Frenchmen might be distrustful of the 
future of their o'wn currency and prefer to hold funds in 
London rather than in Paris, then it would be the business 
of the Account to relieve the pressure by selling sterling in 
exchange for foreign currencies, so preventing the influx 
of 'bad money’^ fromforcingup theforeign exchange value 
of sterling. In this way foreign trade is left undisturbed by 
changes in the foreign exchange rates, unless the balance 
of trade is in such serious disequilibrium that it is proper 
that foreign trade should be disturbed.^ 

The day-to-day operations of the Account are, then, the 
buying and selling of sterling in exchange for foreign 
currencies. The sterling assets are provided in the first ' 
instance by the Treasury handing over I O U's. These 
I O U’s can be sold in the discount market in exchange for 
the bank deposits which are dealt in on the foreign ex- 
changes. But there was no such initial provision of foreign 
currencies. That, as it happened, did not matter, as the 
Account was established at a time of abnormal foreign 
demand for sterling, so that its initial operations provided 
it with some foreign assets, which it did not need until the 


An influx of ‘bad money’ occurs v,hen foreigners seek to buy another 
currency, to pay trading debts or to invest permanently in that coun- 
t^, but to hold a balance m &e foreign currency temporarily. The essence 
of bad money is that it is liable to be -svithdrawn again quickly : so causing 
a double disturbance of the balance of payments in a short time. 

^ce 1939 the miportant rates (in particular those for United States 
and C^adim dollar^ have been held fixed; tvhat happens in future 
depends on ‘Bretton Woods’ (see Section IV of this chapter) 
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of turning its acquired foreign assets into gold became 
precarious. Indeed the situation might easily have become 
he impossible one of three great Exchange Accou^ 

ing in a preposterous tug-of-war. But thanks to 
co-operative spirit which was embodied in the Trinprt-> 
Agreement of October iq^ 6 th^ Inpartite 

come. The three great plrEo soon over-^ 

undertook to buy from each otlS- ' Accounts 
any of fheir 

Accoimts had acouired Jn of the other 

That is to say Se Ent ish a operations.- 

dollars again if necessarv for Tl?* francs or 

Steadying the market in r ^^Jcving its purpose of 
the f*«£gZtl„g S'l,^7“g*otit could on 
gold (apparently at thf day’s price ofSl” ' 

was:v:“r„tirnfhSzfhl'°^ 

with long-term trends’ Int interfering 

on foreili exchange " treatisf 

aside. What is clear is SLt 

influencing the foreign ex^hant apparatus for 



co-operating no conceivable r. Accounts 

could muster sufficient resourc'^’r^?'^ speculators 

objects. Such an attempt would E ,t° defeat the oflicial 
defeat. The co-operative arran<» ^ destined to very costly 
possible for short-term speculam i™- 

market, for the buT ° with success 

hng the ford2 m\“atg"S™f 

- — ... .. 
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foreign currencies. These foreign currencies it directly 
sells to the foreign authorities obtaining gold in exchange. 
We shall simplify the following analysis somewhat by sup- 
posing that ordinary bullion dealers use foreign currency 
to buy gold in the foreign centre, sending the gold to 
London where it is bought in the bullion market by the 
Account, the Account paying sterling. 

The Account’s chequable deposit is included in Public 
Deposits at the Bank of England. It provides its balance 
by selling in the discount market the Treasury Bills with 
which it was initially provided. The foreigner selling gold 
(or of course foreign currency) wants an 'English bank 
deposit. The Account gives him a cheque drawn on Public 
Deposits. The payee pays the cheque into one of the joint- 
stock banks. This bank finds its deposit up by the amount 
— say one million pounds — and it pays the cheque it has 
received (the cheque on Public Deposits at the Bank of 
England) through the Clearing House into its account at 
the Bank of England. Bankers’ Deposits go up by one 
million. Public Deposits dov.m by one million. The Ac- 
count then has to replenish its balance by selling in the dis- 
count market Treasury Bills to the amount of one million. 
The Treasury Bills are taken up either by discount houses, 
which then take one million more of Money at Call and 
Short Notice from the banks, or by the banks themselves.^ 
In either of these cases the bills are bought from the 
Account by a transfer from Bankers’ Deposits to Public 
Deposits at the Bank of England. This transfer offsets at 
the Bank of England the other transaction which originated 
in the Account’s purchasing gold from the gold importer. 
Public Deposits stand at the same level as originally, 
Bankers Deposits also stand at the same levelas originally. 
But the position of the commercial banks is different. They 

’ There is also the possibility that some will be talcen up by non-clearing 
banks which are wilhng to reduce their cash ratios. This is a comph'cated 
case oyer which, however, we need not stay. - It is unlikely to be quantita- 
tively important. 
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(after the Account has replenished Public Deposits by selling Treasury 

Bills to the banks and/or the discount houses). 

Bank of England Banking Department 


Bankers’ Deposits 

. 100 

Total Assets . • .165 

Public Deposits 

15 


Other Liabilities 

- _So 

’ 



165 


Commeraal Banks 

Deposits . 

. 2,201 

Cash in Hand and at Bank of 


England . • . • 2 °° 

Money at Call, &c., and Bills 




discounted . . . 401 



Other Assets . . • 1,600 


2,201 

2,201 


In Position III the total of deposits is higher by the 
amount of ‘the influx of foreign money’, while the cash 
ratio of the commercial banks is down a trifle, the fall 
being more than balanced by a rise in the other liquid ‘ 
assets. To the repercussions of these changes we shall 
turn in a momentinCt is worth pausing here to realize that?, 
the Account has operated in a way analogous to the Issue , / 
Department of the Bank of England. When the Issue! 
Department receives gold the commercial banks receive j 
an equal addition to their deposit liabilities and to their i 
cash reser\^es. ^flien the Exchange Equalization Account 1 
receives gold the commercial banks receive an equal addi- 
tion to their deposit liabilities and to their non-cash liquid 
assets (Money at Call or Treasuiy^ Bills). The effect of the[ 
Issue Department taking the gold directly from the market 
is to Taise the cash ratios of the commercial banks. The 
effect of the Exchange Account taking gold from the market 
is to lower the cash ratios, but to raise the ratio of total 
liquid assets (cash and Money at Call and Bills) by the 
same amount as the cash ratio is raised in the first 
case. 
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This device does therefore insulate the banking system 
from gold movements in some degree, though not entirely. 
WJjcn, in the absence of an Exchange Account, the gold 
nwvemcnt is felt automatically by the Bank of England a 
mdftpk effect on aggregate bank deposits u induced by tlie 
initial disturbance of the commercial banks’ ettsh ratio. 
When the gold movement is absorbed by the Account the 
cash ratio changes much less Init in the opposite direction. 
Hegard to the cash ratio alone would lead the commercial 
hanks to contract earning assets and therefore also deposits 
slightly. A purely temporary movement would, in accor- 
dance with their usual pnictice, be ignored, being partially 
concealed by increased window-dressing if the movement 
were at all substantial. But any prolonged tendency for 
gold to be absorbed by the Account would, were the c:tsli 
ratio alone considered, lead to some contraction of credit. 
We nmst not, however, forget the second liquidity rule of 
the corntncrdal banks. The purchase of gold by the 
Account Icjid-S to the non-cash liquid assets rising as fa.si 
(absoititcly) as do the deposits. While the ai.slj mtio is 
falling very slightly (a.s a rtsiih of the increase in deposits 
while cash remains unchanged) the ratio of total liqtu'd 
as;!Tcts to deposits will he rising more. Within limits this 
higSicr litpiid assets nuio may, in accordance with the 
second liquidity rule, satisfy the banks. Position III 
above Will then be the final position of bank balance- 
sheets. 

l.’fKioubtediy this will be so, given the existence of the 
second liqtiidity rule as well as the first, unless a gold indux 
ia very prolonged. In liiat event, and even if it is not pro- 
longwl, it is desirable that theccntral bank and the Account 
shoiild .dlow the txinimercia! Ixmlts to be certain of what 
is tuippening sit the hope that the Latter %vfij then be entirely 
If the wmmerdal bank^^ do sliow signs of con- 
tracting credit a*? rc^-uk of the fall in the c.i'jH rtttjo it 
would, celerif padbui. be appropriate for the Central b.uiL 
tu rotorc the ea.slt rstio by purduisc of sccuriiicTs lu the 
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way described in an earlier chapterd Historically the, 
problem has been provided with a solution by a pure 
coincidence. There was a persistent tendency during the'^ 
nineteen-thirties for the Account to acquire gold. But it 
so happened that about 1933-4 the debt-funding opera- 
tions of the Treasury had left the market uncomfortably ; 
short of Treasur>^ Bills. The banks, being unable to secure 
sufficient liquid outlets for funds in Money at Call and 
Treasur}' Bills, had, in accordance with their second liquid- 
ity rule, allowed the cash ratio to rise to quite an unusual 
height, to compensate for theunusually low ratio to deposits 
of other liquid assets. Over succeeding years the sale of 
Treasury Bills by the Exchange Account (to finance tire 
purchase of gold) while foreigners were acquiring sterling 
had the automatic effect of reducing somewhat the cash 
ratios (as deposits increased) and increasing more rapidly 
the ratio to deposjte of other liquid assets. The disposal 
of Treasur}' Bills by the Account simply had the effect of 
restoring to a more normal condition the distribution 
of commercial bank assets (as between cash, other liquid 
assets, and the remaining assets). The banks were there- 
fore passive to the Account’s operations.* 

One further question remains. In the preceding para- 
graphs it has been assumed that all is well if the banks can 
be persuaded to leave undisturbed the position reached in 
Position III in our schematic example. Is this assumpition 
justifiable r It is true that the banks’ addition to Bills and 
h'loney at Call just balances tlie addition to the supply of 

Treasury Bills, so that no disturbance in short-term monev 

•> 


' Sec pp. 102 5, It could thereby restore the cash ratio; but at the 
expense of some (probably trivial) fall in interest rates, which it might not 
wish to see. (The fall in interest rates is forced by the change in the 
composition of the public’s assets.) 

Subsequently it became erident that the continued absorption of gold 
durmg 1937, being met by rigidity in the cash ratio (in contrast to the 
earher experience analysed above), forced the authorities to unload 
sterlmg secunties on the market (not on the banks). In the absence of ar 
increased cash basis this tended to force up interest rates. 
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ratt’f, nwd hi: expected. Amt it !?i true tlial the banks’ other 
tetrnhiit tissets are undtsturhed, so that there are no chan.i^cs 
sn ''Opply to justify any chanfre in the terms on which 
<irvHoar}' hank loaris arc available, or in the state of security 
markets. Ihtt there is an increase in deposits -the increase 
’.vhich fundamcntaliy represents new sterling which the 
Exchange Account has thrown into the market to meet 
(%eiti!nut disturbance of foreign exchange rates) the extra 
demand for stcrlintj. On our view of bank depf)sit,s this 
is nbvifju.sly an increase in the supply of money. Is that 
likely to disturb the internal economic .situation? 

'i’he answer depends upon what the foreigner w.mt.s to 
d«i with the sterling when he gets it. He w.'inls sterling 
becau.sc he considers' it a more stable asset than his owji 
tan rtneyor (if he is able to gel it) gold. If he is content 
to hold the English bank depo.<it idle, simply drawing ;ls 
income any inteiest vriuch the English bank tvill pay, then 
the iKidtlion to the supply of money docs not disturb the 
English sitn.ition -for the new-born purchasing power is 
never to be exercised.* A second possibility is tlsat t'nc 
foreigner may want to iioUl British Tretisurs' Bills or lend 
Isis money im .short-lerm in the London di.scount market 
In this c.ise the sales of 'rre.-esurv" Bills by the Exchange 
Account are met by the new' foreign demand, either directly 
(w'hi-n the foreigner wants to hold Trca.surx' Bills) or in- 
directly (when the foreigner lends in the market, entsblirsg 
di‘>co'mi liou.sts to take up more Tre.rsury Bills). Tins is 
an intrrcstitrg possibility as it shows how givrn the Ex- 
change Account arrangements, ‘bad money' can mo. ? 
li.irmir dy be cnrplcjyed in London. If the foreigner wants 
ts bold Britisfj BiiL ii> an attnretive sterling security, in 
prvfcri,'nce to his own rurfency, the Exchange Accotm: 
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simply aeates die additional sterling securities required 
(Treasury Bills) which it hands (indirectly) to the foreigner 
in exchange for his own currency (which the Account 
immediately exchanges for gold). There is in tliis event 
no need for the banks to take up any more Treasury Bills 
nor for them to lend more to the discount market, nor is 
there any addition to the total of English bank deposits. 
The banks and interest rates in London are left absolutely 
undisturbed, just as when an influx of gold into the Issue 
Department is countered by an increase in foreign hoard- ^ 
ing of Bank of England notes. In the Exchange Account *' 
case the entire transaction is confined to three parties — 
the foreigner who distrusts his own currency, the English 
Exchange Account, and the foreign monetarj' authority, j 
They swap assets — ^the foreigner giving to the Exchange 
Account his o^vn currency, receiving (indirectly) British 
Treasury Bills, the Exchange Account gives to the foreign 
monetary authority the foreign currency, receiving gold.^ 
In the Issue Department case, the foreigner, through the 
foreign exchange market, offers gold, receiving bank-notes. 
If the foreigner does happen to want to hold sterling in 
the particular form which the Exchange Account creates 
(British Government I O U’s) there is no disturbance 
whatever to the English banking system. The Account 
acts as a perfect insulator, 

I The success of the Account is much more limited if the 
{foreigner takes bank deposits which he proceeds to use for 
. speculative investments on the London Stock Exchange. 
In this event the new-born bank deposits do disturb English 
conditions, for the capital market is subject to bigger pres- 
sure of demand and interest rates tend accordingly to fall — 
with inflationarj' effects. This was broadly the position in 
1937 in the United States. Their Exchange Equalization 
Account arrangements, even after the elaboration which 
more effectively insulated the supply of cash in America 

' The disturbance which occurs in the foragn centre is not our con- 
cern here. It depends upon the technical arrangements there. 
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ment then had more unused notes and less securiti^ than 
before. It enabled the banks to draw out notes for circula- 
tion, without repercussions on the total deposits, by buying 
securities in the market in the ordinary^ way. A sale by th6 
Account of gold to the Bank of England may also bestimu-' 
lated by a desire to add to the Account’s sterling resources.* 
If the Account has almost exhausted its sterling resources^ 
in the purchase of gold, they can be increased by fresh 
legislation to authorize the issue of more Treasury* Bills ‘ 
to the Aecount as was done on two occasions before w’ari 
powers gave the authorities complete freedom of action. 
But if for any reason the authorities wished to avoid fresh 
legislation (as when Parliament is in recess) the Account’s 
sterling resources could be increased by a sale of gold to 
the Bank. On such an occasion (as in the autumn of 1936) 
the spectacle of a large increase in the unused notes lying 
in the Banking Department might be undesired, in w'hich 
case the Fiduciary Issue could be decreased by the amount 
which the Bank paid the Account for tliegold. The changes 
at the Bank of England were then confined to the Issue 
Department. This is shown clearly in a comparison of tlie 
Bank Returns of 9 December and 16 December 1936, 
beUyeen which dates the Issue Department bought ^^65 
millions gold from the Account and the Fiduciary Issue 
was reduced by jTdo millions. (The following figures are 
in millions of pounds.) 



9 Dec. 

z6 Dec. 

Intervening 

Change. 

Gold 

Fiduciary Issue . 

Note Circulation . 

Notes in Banking Department 

248-7 

260-0 

458-9 

49-8 

313-7 

200-0 

467-7 

46-0 

+65-0 
— 60-0 
-f 8-8 
- 3-8 


The device of the Exchange Equalization Account was 
thus developed in such a way as to enable the Bank of 


*e Issue Departmmt avaUable ’ss-hen the gold was ‘written up*). The 
Act of 1939 removed this complication by enabling the Bank of England 
to account for its gold at the ruling market price. 
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so only on a cash sale basis, causing Britain to sell a large 
proportion of the foreign investments the income from 
which had contributed substantially to payment for imports 
of food and raw materials. Under the Lend-Lease arrange- 
ments which governed United States supplies to Brita;in 
and many other countries during the last four years of the 
war, a large part of these supplies did not have to be paid 
for; but the foreign exchange position of the U.K. (and 
to some extent of the other countries) continued to be 
extremely difficult because productive resources were 
diverted from the export industries to direct war purposes. 
The economic disturbance of the countries invaded by the 
enemy and of the defeated countries is, of course also ex- 
treme; and even neutral countries suffered considerable 
economic distortion by the interference with foreign trade. 

This is no place for an exhaustive account of these 
various disturbances; but little imagination or knowledge 
of current world economic conditions is necessary to appre- 
ciate that, pending the reconversion of productive resources 
to peace-time uses, any simple lifting of foreign exchange 
restrictions would plunge the world into a chaos of mone- 
ta^ troubles far worse than anything faced in the nineteen- 
thirties. 

Those who, not only in Britain but fortvmately in other 
countries as well, have had to contemplate the problems 
of monetary reconstruction, have taken a line radically 
different from their forerunners of 1918-20. They have 
not been content to advocate a return to pre-war monetary 
arrangements as quickly as industrial reconversion permits'. 
On the contrary, they have faced the fact that the condi’\ 
tions of the nineteen-ffiirties were far from perfect. The\'^ 
makeshifts of that period had depended on international b 
goodwill and co-operation that should be embodied in a 
formal agreement far more comprehensive and considered | 
than the Tripartite Agreement of 1936*— and even with J 
mtemational goodwill those makeshifts were cumbersome'" 

' See p. 192 above. 



JNl’ERKA'nOKAL a^KREN'CV FlECONSTRtrCTlON 2^5 

and in pome <iircction? ineffective. I'lie tvnrld therefore 
should not strive to return to the nineteen-thirties, Init to 
somethlnj^ Itelier, 

This wns the spirit animating those who, through the 
Jong Anglo-American discussions of 1943 and 1944, pre- 
pared the way for and brought to a successful conclusion 
(he Bretton Woods Conference of July 1944. At the Con- 
ference final plans were drawn up for two new interna- 
tional institutions — the International Monetary Fund and ' 
the hitrrtmtmial Bank for Reeonstrurtion and Dnrhpment. 
Before the end of 1945 a sttfiicicni number of countries 
including the United States and U,K. wiiosc membership 
was vital to the plans — had accepted the Bretton Woods 
Agreements and the two institutions were dulj'cstablislicd 
early in 1946. 

Before outlining these plans it is worth recalling the 
various aims which had inspired national monctar)" policies 
in earlier years, since these aims remain largely unchanged 
and the complications of the new international plans result 
from the effort to reconcile the national aims whose conflict 
has been so apt to produce chaos in the past. In the first^ 
place, the fashion for the gold standard n generation ago 
was based on the belief that it brought both (a) stability 
of foreign exchange rates, so facilitating international trade 
and txapital movements, and (h) rc.asonnblc stability of the 
internal value of money, so protecting the nation from > 
the economic chaos of the extreme inflations into whicfi 
it vrould othen^sc slide. During the imer-war periotl 
tlw gold standard lost caste mainly bec-suse (a) it appeared 
that in the face of disequilibria in world trading conditions, 
foreign exchange rigiciity could be a menace to internal 
economic stability and in partiaiiar to full employment, 
and (h) freedom td international capital movement m.sdc 
snaintenance of the gold standard cmtly (in gold reserves) 
and tcchnicdly difficult. The Hvchange Restrictions 
of lisc nineteen-thirties made even the 
de*-ir.ihlc srstemation.i! ewpital movcmcfits imp’V’sthlc^and 
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generally involved increasing distortion of foreign trade 
so that, though protecting the internal employment and 
money income structure, they militated against the direc- 
tion of productive resources into the best uses. 

A new settlement had thus to aim at facilitating inter- 
national trade and those international capital movements 
which were desirable from the point of view of taking the 
opportunities for real investment, and to do all this con- 
sistently with national economic policies which seek to 
promote full employment and involve recognition of some 
rigidities in money incomes. The Bretton Woods plans 
provide for: 

(a) reasonable stability for foreign exchange rates, with 
a readiness to adjust rates when fundamental disequilibria 
appear; 

{b) reasonable freedom of transactions from exchange 
restrictions; and 

(c) encouragement of certain long-term capital move- 
ments. The International Monetary' Fund Agreement 
covers (a) and (b), whilst that for the International Bank 
covers (c). 


The International Monetary Fund 

The main provisions of the first agreement* are: 

I. The member countries undertake to maintain their 
currencies zt par values fixed in terms of gold, subject to 
change only ‘to correct a fundamental disequilibrium’ and 
^ter consultation with the Fund. (The Fund cannot object 
if the change is less than lo per cent.) 

- II. Exchange Restrictions on payments and transfers ‘for 
current international transactions’ (i.e. commodity trade, 
interest payments, tourist expenditure &c. as distinct from 
^pital movements) are forbidden except (c) during the 
Transitional Period of the immediate post-war years, or 


■The schemes are set out in full in the Fmal Act of the Conference, 
pubhshed by H.M. Stationery Office as Cmd. 6546 of 1944. 
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{h) ^uth the iippmval of the F««d. The most importnni 
i ,4sc hhcly tinefer (h) are likely to occur under the operation 
of tilt ‘FeWt* Currcnciia’ Ariick- referred to below. 

IIL Mimbcr countries sulw^ribc quo(a<^, in part in gold 
f>r United States dollars, but mostly in titcir own curren- 
cies. 11jes!(»rk of currencies and gold so obtained is avail- 
al^le for loan to members to enable them to maintain, in 
the face of temporary dilncultics, the par values of their 
currenties. A countiy^ can, that is to say, ‘ov'crdraw’ on 
itx balance of payments, hnt these overdnifts are limited 
in* a tomplicaied reference to its own ‘quota', and it has 
to pay interest at increasing rales. Overdrafts may not be 
u*>ed ‘to meet a large or sustained outflow of capital’. 

IV. If the authori'/ed overdrafts threaten to exhaust the 
stock of a particular currency in the Fund (as would occur 
if the countty had a persistent excess of claims on other 
countries arising from current and capital transactions 
togt thcr) llw airratty may he declared ‘seared. Alcmbers 
requiring that currency are thereafter rationed, and any 
member may impo'^e exchange restrictions on current as 
well as capital traiwaciions with the counlr}' of scarce 
tiinency. 

The^e main provisions arc supported by a large number 
of complex conditions designed to make the system work- 
able wiihmit opening the way to abuses. In practice success 
nr faiiuie will deptnd on how member countries behave 
when tilings go wrong— when overdrafts arc strained or 
uben currency becomes scarce. From tliis point of view 
mo.t hope must be placed in t^so factom: first, the large 
me.->nre of agreement, on both objectives and principles 
of Operation, reached between the major countries pnrtici- 
p.'*ting; .md secondly the continuous consultation between 
rs|v.n- on an iniem.ation.a! plane and with access to an 
unprtcedented amount of infonnntion. The Articles of 
Agreement provide not only for rogitl.tr meetings of the 
nmernor-. .uul Dircctonr of the Fund but also for special 
coiwuhatioti and the formulation of ad hoc Reports when 
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strains develop. The quotas that regulate the size of over- 
drafts are small in relation to the possible disequilibria that 
arise in international transactions, but there is now at least 
a reasonable prospect that the monetary difficulties of a 
country will be properly understood by other countries, 
who have undertaken to refrain from competitive depreci- 
ation and other aggravations of the original sources of 
trouble. The mere provision of ‘machinery for consulta- 
tion and collaboration on international monetary problems’ 
will in time contribute more than any other provision 
towards realization of the ultimate aims of the Fund. 

But before the Fund has a real chance of proving its 
worth, there is the ‘Transition Period’ to' be overcome. 
The largest quota holders are the United States and the 
U.K., both of whose balances of payments are at present 
far from equilibrium — the United States one way, the U.K. 
the other, and until these and other disequilibria havebeen 
substantially reduced the Fund will have to be operated 
with the 'Transitional Period’ modifications of Article 
XIV. Apart from this Article the Fund makes no pro- 
vision for the difficulties of the immediate situation — 
indeed it is expressly provided that the Fund’s resources 
shall not be used for relief or rehabilitation nor for the 
settlement of abnormal indebtedness arising out of the 
war. In part, these special needs must be met by ad hoc 
arrangements such as the United States and Canadian 
loans to Britain, but they may also be met in part 
by the establishment of the other new institution— the 
International Bank. 

The International Bank for Reconstruction and Development 
Like the Monetary Fund, the Bank has a Board of 
Governors and Executive Directors, some being nominated 
by the largest participants and the others elected by the 
smaller participants. Its purposes are stated in Article I 
of the Agreement: 

; I. To assist in the reconstruction and development of territories of 
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application, an ad hoc Loan Committee has to be appointed, 
consisting of technical experts from the Bank itself ^^ith 
one representative of the country' in which the loan project 
is situated. 

A study of the purposes of the Bank as set out in tlie 
Article quoted above will indicate the kind of transactions 
for which the Bank is to use its resources. It is essentially 
to supplement or facilitate private investment, especially 
for post-war reconstruction and for the development of 
backward territories. In this \\ ay its place as a complement 
to the International Monetarj- Fund is clearly seen. Its 
contribution to world economic order and progress wU 
be helped by the fact that no loans made or guaranteed by 
it may be ‘tied’ to the purchase of goods in particular 
countries. 

In many ua^-s the Bank’s powers arc hedged about in 
the interest of the members as subscribers of its capital. 
In the first place, it is to guarantee loans by others rather 
than make loans itself, resorting to the latter course where 
the borrower has been unable to find a reasonable lender 
elsewhere. Secondly, whether a direct loan is made or 
only a guarantee given, the government of tlie member 
countrj’ receiving die loan (which can be to a local govern- 
ment authority or to a private firm, as well as to a national 
government) must itself guarantee the loan. Thirdly, the 
Bank’s guarantee is not available unless the borrower has 
been able to show inability to obtain a loan or reasonable 
terms without the guarantee. Lastty, the borrower must 
appear after proper examination likely to be able to meet 
his obligations — i.e. the Bank’s resources cannot be used 
for gifts publicly described as ‘loans’. 

The interest charges on direct loans are left to the dis- 
cretion of the Bank. Commission rates for guarantees are, 
during the Bank s first ten years, limited to a range of i to 
I ^ per cent, a year. All charges are payable in the original 
CTOTenc)* ot the loan or (at borrower’s option) in gold, 
mere the Bank guarantees a loan, it is under obligation 



CHAPTER IX 

the distribution of commercial bank 

ASSETS 

I. Ecomimc Sigmficotice of the Distribution of Assets 
The alleged powcrlessness of bankers to influence the 
genial economic situation has sometimes been formulated 
m statements of this kind: ‘The banking svstl detS: 

causes that influence over^the ^ ^^anking 

exercised bv control of rr. -pending of money to be 
banking S 3 'stcm influence°"oTerSf“^ conferring on the 
same proposition m^v ^ interest. This 

that the banks can initiate rchancc'in^h 

tion when they cxchnno/. ^ "^"Sc in the economic sitiia- 

bank deposits and recefvin^SLtr^ ^ public— giving 

exchange, government securities busbi^ 

to repay, and so forth At on.r ’ " ’’uen s promises 
. *0 distribute its stock of ^ public prefers 

I of assets in one partkut wTv ^ ’^^^os 

] If the banks change that di<;*r^’K*^f- other way.* 

the public to hdd morl banfm ‘^^tising 

other classes of assets that cban°"^^ certain 

repercussions on the’ StL ' ^ 
general nature of these ror^n situation.^ The 

dep^d on structure of interest rates 

follows front general cuiHbriun, of'^L^'So^'r^Tr 
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Ci^ijTmiercnil banki. were more or less tliose of prescnt-d.iy 
Kiicbmd. But the current English system need not be 
considered a model from wliich all other possible systems 
arc more or less dcsoicable deviations I And in anv case 
we must, if wc arc to understand how far the analysis of 
the above-mentioned repercvissions depends on certain 
banking melhotls, look further into the details of com- 
mercial banking methods. I'he initial form at least of the 
repercussions following a redistribution of assets obviously 
depends on the particular classes of assets which the banks 
clmnc to take in exchange for bank deposits. What i.s the 
basis of the commercial bnnk.s’ scales of preferences for 
diiTercnt classes of assets? How far are those preferences 
open to modiiication ? Wliat influence do they have on 
the efficacy of central banking? What arc the implications 
for the future of commercial banking? 

IL Thr ^Liqjndtty of Bmihcrs' Assets 

(^rhe ultimate object of a commercial bank is to make 
profits for its sbarcliolders. 'I'hc profll is derived from the 
income attached to the assets it is enabled to hold by the' 
pulflic's being willing to hold the bank’s debts (deposits) 
as money balances,^ 'fhe prolits are greater the higher thc^ 
yields of the assets it holds. They can quickly he turned 
into hi'sses if the capital value of the iisscts falls. 'I’he, 
posHsbility of e.arning profits at all depends ab.solutciy oiii 
the public's .H'ceptance of the bank’s debts. There must 
be ’coDfuIcnec iti the bank, 'riie public accepts the bank 
drponi? ,iv being ‘as good .a.s cash’. Public confidence in 
the b.iuk depends therefore on the belief that the bank w ill 
alwawt hr able to cxciwuge dcpo'fits for cash on demand. 
Piv.vi r to oiTer cash in exchange for deposits is therefore 
a pjiriquisite of the profits which a ctimmetclal bank is 
? < ck'mg. 
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confidence.^ To maintain confidence he must maintain an 
adequate degree of liquidity in his assets. /The perfectly 
liquid asset is, of course, cash itself. The more cash a 
banker holds the more obviously can he, without any 
difficulty of any kind, offer cash in exchange for deposits. 
But cash is idle asset’— it earns no income at all. To 
make a profit the banker must hold some assets which are 
imperfectly liquid.* What should be the nature (other 
than income-earning) of the imperfectly liquid assets of 
a bank? The answers which bankers have given to this 
question have generally left an ambiguity about the u^ord 
‘liquidity’, an ambiguity ffiat has its root in the banking 
conditions of earlier days. To satisfy depositors’ claims a 
bank must be able to convert its assets into cash quickly. 
But that is not all. If the depositors’ claims are to be fully 
satisfied the bankers’ assets must be convertible into cash 
without loss. When bankers have said that tliey aim at 
liquidity they have generally included fcol/z these attributes. 

The ambiguity is realized at once when we ask whetlier 
long-term British Government securities are highly liquid 
or relatively illiquid assets. The uncertainty of bankers’ 
treatments of this question has its origin in the ambiguity 
of their use of the term ‘liquidity’. The securities can be 
turned into cash very quickly for there is an excellent 
market for them on the London Stock Exchange. That is 
to say, these particular assets are readily shiftable on to 
other banks or institutions or persons willing to supply 
cash. But the amount of cash which can be so obtained 
depends upon the market price at the moment — it may be 
more or less than the price at which the bank acquired the 
asset. Only by waiting until the distant maturity date can 
the face value certainly be obtained. This asset is attrac- 
tive to the banker in that it is shiftable and, if he can wait 

' There is the possibility that a State institution can perform the busi- 
ness of crating a readily transferable asset for public use in settling debts, 
meeting the cost by charging individuals a commission on the amouni 
they draw. 
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tsjfdl ihc iiKituriiy date, devoid of ri?k of iiut it is 
nnattrAtlive in that earlier realiwlion nany involve t!ic 
Ij.inkrrinacapitalloss. It iswcll-ni^h perfectly ‘shiftable*, 
hut despite the absence of any risk of the Briush Govern- 
ment's not JTiceiin'.]j its ohlications the securitv has not all 
the qualities v hich the banker includes in perfect liquidity. 

The di-itinctinn between sbiftabilily and tile second 
attribute of liquidity may be further illustrated by refer- 
ence to the orilinary shares of an outstandint^ industrial 
t-Minpany -say Imperial Clieinieal Industries, A hank 
-ohich cho^e tr> liold such shares could turn them into cash 
\cry quickly hy sellini; them through the Slock Ibvchange 
v.'herc those shares enjoy a wide marlcei. But tlierc v.ouid 
!>tf all sorts of ri'^k of loss attached to tiiosc securities and, 
dc^.pite their very luTh degree of shiftahility, tlie hanker 
would proluihly describe them as illiquid, Contmst the 
example of a bank for individual) lending to a traveller 
going to Tibet or to explore the Desert of Gobi. The 
kndx-r may well know the traveller to he an honest man 
u ho will make ,a point of p.iving his debts when he returns. 
The debt rnav be wdl covered bv assurance of the traveller’s 

^ (t 

life, die polic) being held hy the creditor, 'rhere may tines 
!u' practically no risk of lo s .attaclied to the loan— hut a 
bank m.iy well hesitate to oiler a hank deposit in exch.angc 
for the traveller'.^ promise to repay. I'or it would be very' 


diUjcuh lo arrange for some »>ther institution to take over, 
in CAihange hir cadi, the bankks claims against the traveller 
while the latter w.‘s in the middle of ilse Desert of Gobi, 
d’hc .Wi-i would be shtft.ablc only with great diifieull}, 
nnd, di'Spbe th'c vintral .abs-mce of ri4;, the Ivinker would 
dw-A'ribc the a >it (the traveller's pro:ni‘-e to repay) a> 
i!!ti*uiiL Many bank loans to Inr'incss meti ate pmlubly 
more or U- like t!us: the bank managers know that the 


hrm’;. .’''i.ts cover the nmount of the loan, and that 
t?sr fum i an hotu“-.t o-w, but the informality with whirh 
t! c |<,«n h\- K*-. :t arrutged be:wc<,'n banker and custotner 
uu k'‘'« It ’ hik/'Kvt on!', .»! curi'id* mbit inconvenience. 'Bo 
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many other business loans serious risks of loss are also 
attached. The banker rightly ranks his loans on overdraft 
arrangements among his least liquid assets. 

The astute reader will have noticed, particularly in the 
discussion of the example of British Government securi- 
I ties, that shiftability and risk of loss as the two elements 
I which constitute the banker’s liquidity are not completely 
disentangled. If the banlier can wait until maturity there is 
no risk attached to a redeemable British Government bond. 
If, therefore, the banker has a fair proportion against 
deposits of assets which have high shiftability and low 
immediate risk (cash being the extreme case), he can feel 
reasonably secure in holding some assets which are highly 
shiftable but only riskless if not shifted. Similarly, if he 
has a fair proportion of the most liquid assets, he can 
, afford to hold some assets which have a low risk degree 
* but also low shiftability. Assets which are both unshift- 
able and risky will be viewed with much more disfavour. 
The banker must, that is to say, pay regard to both aspects 
of liquidity at once. He should always have some assets 
which have both attributes clearly. In addition he should’ 
have some assets with a high degree of shiftability which 
involve no risk of loss if shifting can be avoided. His re- 
mairung (less shiftable) assets should at least not involve 
him in losses. These are among the fundamental canons of 
sound commercial banking. 

^ We must now look more closely into this matter of 
shiftability , One particular commercial bank can look 
upon some of its assets as readily shiftable on to other 
banks dr non-bankers willing to diminish their balances. 
For the purpose of meeting temporary adverse Clearing 
House balances or for meeting a run which is, for domestic 
reasons, restricted to one bank this shiftability is adequate. 
But a much more dangerous situation may arise. The 
demand for cash in exchange for bank deposits may not 
bank. Indeed, if a crisis arises it is 
unlikely that a run will be restricted to a single bank. The 
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more conwlidntcci the commercial hanking structure tJjc 
iiujro likely is the demand fur cash to be generalised. In 
America the correspondent connexion between unit banks 
is apt to be a clianncl through which shocks to one bank 
can pares to many other banks. In a cotintry where the 
Inirincss is all in the }).inds of a few great banks serious 
disturb.ancc of one of those hanks is bound to cause .such 
a disttirbance of the entire economy ns to spread the difli- 
ctilties to other hanks. Such considerations ns these make 


it imperative to think of shiftabiliiy very much in ternts 
of slu'ftability on to the centra! bank — the lender of last 
resort, the ultimate source of cash. In judging the .shiftn- 
bllity of any a.s'^et regard must be had primarily to shifta- 
bility (either direct or indirect) on to the central hank. 
'Fhe eligibility canon.s (the rules by which die acceptn- 
bilh v M assets is determined) of the central b.ani: arc ilsere- 
forc of vital importance to the liquidity of i)ie commetcial 
banking .sy.^tem. 

Maximum shiftabiliiy is attained liy Jtssets which can 
be most r<.’:idily shifted on to the central bank. 'I'lus 
depends entirely on the eiigihility rulc.s of the cctilral 
b.ank. Gencr.tlly speaking central hanks will give casl} on 
dunand for 'Freasur)' Bills and bills of exchange fulfilling 
certain conditions. Why these happen to be the typic.d 
eligibility rales of central Ixinks we shall dis-cuss in the 
next section. We may .’simply .add here that since the 
impliration,'. of central hanking have been fully understood 
there has been a disposition to extend eliglbiUty to o'Iht 
cks w. of itsvcts. Any such extensions arc subject, how- 
ever, to o!>.?tarle’> not placed in die v.ay of the redbcuunt- 
ing mediod of obt.iining cash. 'I'reasury Bills and hills of 
cxeh.mgc s*. Inch tncct central b.ink requirements are there- 
htc die mo^t ‘hquid' earning Inn nut in 

iMmhnu The mH-'count.i!bsHty of a bill make-;-- it terv 


atiraithf for its slufululitv; but the kngth of its lift'- 


typicvilK thr.T montre '•-rimplirs rbk of a small h 


tf the bill i-i 


rrdi’tountcil at .1 higher rate of intereft 
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(discount) than that at which the commercial bank took 
it, tliere may be a capital loss,’ 1 he shorter the life of the 
bill the smaller is the loss which may be involved in re- 
discounting. Hence the preference of banks for short- 
dated bills. The ‘eligible’ bill is a highly shiftable asset, 
and becomes less risky as it approaches maturity. London, 
with its highly developed discount market and its system 
of indirect contact between the central bank and the com- 
mercial banl;s, has been able to provide the banker with an 
even more liquid asset. The call and short loans to the 
discount houses have the shiftability advantages of bills of 
exchange because the Bank of England is always ready to 
give the discount houses cash in exchange for the eligible 
bills which the commercial banks expect to be deposited 
as collateral security for their loans to the discount houses.^ 
But if the banks want to obtain cash they can call in these 
loans and secure ihe full sum originally lent, witli interest 
at the pre-arranged rate. There is no risk of loss. In Lon-, 
don therefore the Money at Call and Short Notice, in so 
far as it is covered by.eligible paper deposited by the dis-| 
count houses, stands next to cash in order of liquidity} 
After that, and immediately after cash in other banking 
systems, come Treasur}' Bills and bills of exchange in 
order of their nearness to maturity. The very slight risk 
there is of wholesale default by all the otlier names on an 
eligible bill of exchange is the only reason for placing 
Treasury Bills before ordinary bills of the same maturity. 
No other assets are so shiftable. Wherever there is a well- 
developed central banking system banks are apt to con- 
sider their proportion to deposits of these highly liquid 
assets as almost as important as their cash ratios. We have 

' As explained on p 55 abo\c. 

The ba^ have also, especially in the nineteen-thirties, been prepared 
to lend to the discount houses on the security of non-chgible paper (such 
as pv eminent bonds having a year or so to run) ; but the lo« er liquidity 
of loans agair^t su A secunty has been reflected m higher rates of interest 
charged m them (i per <^nt. or i per cent., against * per cent, for loans 
secured by eligible paper). 
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ftla-^idy seen* iiovv in England ihis icndcnty Eas become 
sunkienily m-suilfkcd lo merit the title of tijc SecorKl 
Liquidity Rule, and how the operation of tJKJt nsic haa^ 
qunWied the connexion between the supply of Cii^h and 
the total of bank deposits. 


III. The At tract tom of Siif-laptidatin^ Taper 

Bui so far wc have, in a sense, c\"ideii the i'^^iic. VVe 
liave said, in effect, that commercial banks jnsvc a certain 
preference for those ithsets vvhicli the central bank prefers, 
'fo uitdersiand the problem Ihorotiglily we must ask why 
ihectmral bank has liistorically preferred assets of certain 
types, and the hUperiicial answer unfortunately seems to 
t:d:e 11% round the circle again. Whether we look at the 
United Slates, which to some extent viewed the pmblem 
independently, or at England, or at the many countries 
which have simply followed American or English pmciiee, 
the ultimate answer to our historic;!! (]uc.<;tion is that 
central banks have, in order to protect thcm.ceivcs against 
and to discourage bad l>anking, preferred 'sound 
teuikirig assets’* 'rite ultimate reason for bills of e.xcltange, 
(-and derivatively loans to reputable houses collaterally 
secured by bills) being considered ‘sound banking assets’ 
stdl eludes us, 

We have only to glance at the literature of b.mking to 
find the banker’s own explanation of the hill of exchange 
constil?)tlng ‘a sound banking asset’, 'i’hc bill of ex- 
cli.ingc, says the h.'uikcr, is flie ide;il sAf-lTpaJatiap paper. 
'Vim kind of bill a banker likes has Its origin in an a.aual 
isenmerdal transaction —say the export <>f Austraii.in 
wheat to England —which will bring money into the liands 
of t!‘,c debtor aniomaticallv .at the end of a verv short 


period of say three rnonths. The Ixmker simply has to sit 
Is ick in hi.< parlour for that very' short time while the whe.it 
coming arro-s to England* and the debtor will meet lir. 
bilhrithmit the slightest ditncuiiy, provided of cour.'r itsat 


s la Chjatrf II. 
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the debtor is an honest man — and the banker looks for 
reputable names on the bill to guarantee that he will re- 
/ ceive in due course the money that is bound to emanate jrom 
the conclusipn of the transaction. The banker has this theory 
of self-liquidating paper in mind not only when he is 
taking bills of exchange but also when he is making 
advances to business men — a loan for the purchase of raw 
materials needed to meet an order for the business man’s 
product is normally more attractive to the banker than is 
a loan to an undergraduate to enable the latter to complete 
his university course. The great difference between the 
bill of exchange and the informal commercial loan is that 
in the former case there is, and in the latter case there is 
not, a negotiable legal instrument that greatly facilitates 
the shifting of the loan. And if we want to know why the 
bill method is used in one case more than in another 
the answer is that bankers have devised the negotiable 
legal instrument to increase the marketability of those 
assets which, by reason of bankers’ taste for their ‘self- 
liquidating’ nature, already have most chance of finding 
a market. The existence of a legal instrument called a bill 
of exchange is not the hall-mark of the self-liquidating 
asset. 

A self-liquidating loan is thus one which the debtor is 
thought sure to be able to repay, because there is evidence 
(often in the shape of warehouse receipts held by one of 
the parties) that he is engaged in a genuine commercial 
operation, closure of which will provide him with the 
wherewithal for repayment. But, to revert to our example 
of the Australian wheat exporter, will the closure of the 
transaction the sale of the wheat in England — necessarily 
enable the debtor to repay ? That depends on the price 
the wheat realizes. The loan arrangement will generally, 
by keeping the amount of the bill below the expected sale 
value of the wheat, allow some margin to cover a slight 
unforeseen fall in wheat prices. If, however, there is a 
catastrophic fall in wheat prices before the cargo of 
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ritln'r die banks tb.enifelvcsor^nmespcdalisl mtermedian* 
giiaranrors* wouitl have to pass judgetnent on the creds*- 
vvnrlhints.s of borrowers for long periods ahead. I’hi.s i.s 
a crucial difliciihs' for the banker. It is infinitely easier to 
fay of an industrial finn that it Is likely to be still srdvent 
in three months’ time than to say that it is likely to be still 
ta>Ivctn in twenty years’ time. Jt i.s the greatly increased 
xhk of loss* due to tlie tUnicnlty of foreseeing the credit- 
worthiness of particular borrowers far ahead as well as to 
tlie greater effects of interest rate changes, that makes the 
bankers avoid the long-term capital market. 'I’hc short- 
Serm loan is not more attractive to the b.anker because it is 
used to finance a tran.saction that is self-liquidating in a 
way in whtcli transactions financed by long-tcnn loans are 
nut. It is more a.ttractive bccaii.«e given changes in the rate 
of interest dksiurh it.s capital value les.s and bcrau.sc it is 
easier to look three months ahead than twenty ye.ars ahead. 

’I'his analysis of the ultimate roots of tlie bankers’ 
preference for .short-tenn loans may appear to have no 
practical importance. It might he argued that all we have 
to do j« to take it that bankers liave traditionally had cer- 
tain preferences and that those preferences have influenced 
the prc^'cnt shifiabiliiy of on to central banks, .and 
that the current liquidity notions of commerci.al banks are 
h-.u-cd on these traditional preferences and on the current 
shiftability of their as''its on to th.e central hank, 'rhis 
wnnki be a ronclusive argument if we could take the view 
that the banking system ha.'i now reached n final stage .and 
further evolution is tmthinkahlc- The latter position 5«t 
untcnalde: banking itleas are bound to change in courec of 
time. Asid unfes'' tlic root*, of b.ankers’ traditional idea« 
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method npprn.ichc .1 the ordm.try «dv;inccs method. 
Which type of nirangcmcnt predominates is apt to be tire 
outcome of hirtoried accident; but the development of 
central banhin*! has tended to c-ncouracc the bill of cx- 
chantjc method, as it provides a legal instrument which 
on be more readily transferred than the somewitat in« 
formal bank advance. The bank advance has one great 
attraction for the banker: it is more profitable than any 
otirer as«ct. This higher yield is due to the fact that the 
personal ri^^ks attached to such loans make tlicm an un- 
attniciive inv^-stment for people who have not the facilities 
<if b:inkers for investigating the crcdit-wortlnness of 
borro’.vers. The loans have, as tve have seen, ccrt.un 
disadvantages also for the banks; but the higher return 
eompcnsa.tcs the hank*^ for tlic relatively low liquidity and 
the risks involved. Within limits therefore the banker 
rejoices in .1 business man’.s demand for a loan. 'Fhe bigger 
the outlet for such loans the smaller in general will he the 
proportion which .a batik’s other assets bear to the total, 
t Opportunity for taking up these attractive assets may even 
induce the banks to lower their normal cash ratio (i.c. 
expand total assets when the cash has not e.xpandcd). 

A high'Vkiss bill of exchange can normally he discounted 
at rater much hnscr than those charged on bank advances. 
’I'lus ditlerenee reflects llie greater security given to the 
bill by the signature of an acceptor of liigh st.inditig and 
by any other rignatures v.'hich the lull bears, ’rise acceptor 
bears rise inunediatc risk of the debtor’s tiefauhing. Hi': 


therefore is the v.ork of sifting the credits isribinras of 
debtors, a fisnctson perfcinned by the b.mk when it i_. 
making oidlsiarx' isdvanccs. Despite tlie lower yield, hanks 
choo'c to bold ‘■-'unc bil!^ be<v.u*‘e of their great sfsift- 
ssinatv. Ililb yield on the average ie s than rncdisirsi- 
?nd fojnMsnn gjoernmetst Sivuritses, while the latter 


riel 


vl Ir-'-v tb?n the tf^dinarv bank advances. 
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pvernment securities) is practically universal. All banks 
have to hold some cash; they choose to hold some bills 
• shiftability compensates for the low 

yield; the high yield of advances attracts the bankers; and 
mvestmente give a very safe core to those earning assets 
hat can be left undisturbed for years at a time. Apart 
from the varying distribution of these assets from coumry 
to country, which we have discussed above the mmt 
important difference has been in the demands wS 

bsnkcrs Ji&ve 4-^ i f . 
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when a firm wants acconmndS ^ relaxed temporarily 
able to obtain lonv-fprm • 

Certain banks have also some other source.’' 

ously interested ^ tt fi !? become notori- 

cotton indSl)“^bm ^ B 

unduly geneS in n of being 

topofaboom— ithas^not'^d-^ temporary finance at the 
of policy. The general nr deliberate change 

long-term purposes has beSXrd°^ against lending for 
liquidating paper discussed p theory of self- 

perhaps been unfortunate^thafthV 

been formulated in such a x, ^ u ^^^bing canons have 
placed on the period of the t emphasis has been 

basic fear of inVrW Vs ^^ther than on the 

, « °®ses. The idea that a short loan 

For example, in the inter-war r.» • j 
elec^cadon schemes were inid^y Wela k" u Railway 

bemg patd off as soon as oppord^VToTut ^ the latter 

y TO issue new debenture stock arose. 
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ncf;c5?;m!y :i ^.lfe loan and that it cnuld not cnconrage 
sucit inllaticiuar}' development a.< v.-c)i!td inevitaljly rcauk 
in a cra^ld did f omctimc,H clo^e the eyci: of hankers to the 
mks they were running. Hence the accidental interest-^ of 
the banks in the fixed capital of collapsing iiuhisiricii. 

'Fhcfe arc some signs that the ndcs by which English 
bankers judge the attractivencfs <jf loans have been modi- 
fied somewhat, 'fherc is still no general disposition to 
inveilvc a hank in the pcnnancni financing of the fixed 
capita! of industry; but bankers are apparently willing 
fiowadavs to make temporary loans for such purposes amd 
for the aniicipatiutt of individu.a! incomes If fjrst-rate 
collateral security tain be deposilcd, Mortgages on real 
properly or life assurance policies arc commonly rcgartled 
as such security {within limits, of course). A bank which 
lends a tradesman .sufficient to buy a motor-v.an, the tr.ules- 
inan iiaving deposited as security a life assurance policy 
the surrender value of which covers the loan, is taking 
virmally no risk, 'riic fact that the tradesman is using the 
money to buy not stuck for his shop hut a van for tldivcnVs 
is rightly regarded as of no direct account to the banker. 
Title-efteds to rc.d property arc of course not quite such 
attr.jctiu- collator.!!, but if the martpn between the atnmmt 
of the loan .imi titc current market \'a}ue of the property ir- 
hwgc the bank may well fee! justined in makiu.g llte loan. 


B.tnks tnay even, in the c.tse of customers whose pro- 
ft vional porision is known to the h.ank and whose reputa- 
tion of on ditwmrthinw-ss is beyond suspirion, make loans 
fur any p'.}r|vh-e wridgnat requiring any coU.'itcra! Kccurity. 
Xo doubt i!|l these things were done in the nineteenth 
eentnry ; but wherws*: In sho-c day?- thespccche"'" and Iwjok.-? 

b-usl.er? frwwKctl ujH'srs '^tieh tr.m'^-.tctiunv a*, r.ulicr sli.ady 
Ictulanr, titr be^'kv of to-day tli.^cues them .w perfectly 
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respectable transactions. Any chemge which focuses the 
attention of bankers on gauging risks of loss rather than 
ill-formulated rules of thumb is all to the good. 

At the same time the advantage. of scrapping the old 
rule of thumb must not blind us to the fact that the 
bankers remain subject to the general business atmosphere 
from day to day. In prosperity they will be human enough 
to underestimate risks of loss and in depression they -syill 
be human enough to overestimate risks of loss. In America 
in the nineteen-twenties the commercial bankers often 
involved themselves in heavy losses not because they made 
loans on real property but because they took for perma- 
nent prosperity what proved to be only a passing phase. 
Against such dangers there are no fool-proof rules for 
commercial banking. 

The tendency for English bankers to recognize the 
shortcomings of the nineteenth century’s golden rules 
seems unlikely to lead to any such radical change as would 
approximate English banking to the traditional continental 
model. Rather the tendency appears to be for continental 
banking to imitate English. On the Continent the com- 
mercial banks have traditionally been more deeply in- 
volved in industrial interests than have the English banks. 
This has been largely the result not of different banking 
theories but of the different order of events in economic 
history on the two sides of the Channel. Industrial de- 
velopment on the Continent was often much more rapid — 
the rise of the large firm was often too rapid for its capital 
needs to be met in the piecemeal way in which English 
industry had obtained its long-term capital. Banks were 
often established with some definite view of mobilizing 
the savings of the country for the benefit of the new indus- 
tries which were rising so rapidly.^ Continental industries 
generally looked to the banks to provide them not only 

* The contrast between Continental and British connexions between 
banks and industry can easily be exaggerated: I do not intend the broad 
contrast drawn above to be taken as a complete picture. 
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losses. Banking losses there %\ouki have been any v. ay; 
but the authorities rigiilly took the view that mixed hank- 
ing did much to increase the risk of severe banking crises, 
and in many countries legislative action lias compelled the 
mixed banks to .separate from their work as deposit b.mLs 
their work as industrial investment trusts. The two 
functions arc now perfojjncd by completely independent 
companies.* The success of British b.mks in witlist.mding 
the crisis n.Uut.illy enatunigcd this process of 'purifying' 
deposit banking elsewhere. 

Tims, although tlic application of general notions is 
bound to \ary from countrx' to country and from time to 
time, tlie pre-sent position i'' that English banking notions 
of abhoiring deep interests in panicnlar indusiri.al con- 
cerns and prefening widcspre.ad short-tenn lo.ms prevail. 
We may regard as l}*}tical the attitude of the hanker wh.o, 
refusing to encoumgc the foundation of great new indus- 
trial plants, sits in his b.mk parlour and waits for the 
established and successful man to come along for some 
temporar)- io.in. The frequent complaint that the great 
branch banks arc less willing than tlic old priv.itc banks 
to help the small man perhaps has its root in this increasing 
passivity of the banliers of the world niUier than in a con- 


trast between the private banker and tire local manager. 
Our justification ol the bankers’ p:is.siviiy suggests that 
the complaints should not be met by a revolutionary de- 
parture from the established English methods — in the 
direction of earlier continental banking. Rather the gap 
now left should be filled by new specialist institutions.** 
To some extent such institutions are appearing — the 
Agricultural hlortgagc Bank in this country' and tlie 
analogous Rural Credit Banks in many' other countries are 
e.xamples. In tlie nineteen-thirties 'Credit for Industry’ 

> The separation of Amcric.'in bants from thu’r securitj* afiiliatt-i, 
thoush basing similnr results, has proceeded from rather dificrtnt causes. 

I he case lo. the banU cmbarljng on tlie business of 'industrial 
banking IS cogently put in A. T. K. Grant. A Study of the Capitol Marhet 
in Post-WoT Britain, pp. 184-9 and 275-90. 
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figures may yet continue to rise, as a result of old overdraft 
facilities being exercised. Since most overdraft facilities 
are granted for short periods only, the time-lag in the 
statistics is not long — a matter of a few months at most. 
It is seriously disturbing only when one is trydng to relate 
the banking figures in a precise way to the turning-points 
of the trade cycle,^ 

In using pre-1914 banking statistics confusion can very 
easily arise from the quickly changing character of the 
published statistics, as the banking system was consoli- 
dated, and from the rapid upward trend due primarily to 
the growth of the banking habit. But certain features 
which have been marked in post-1920 days do appear 
quite clearly in the more rudimentary pre-1914 statistics.^ 

The outstanding feature of the available statistics is the 
lateness of advances in reflecting the movements of trade. 
Again and again this has happened. Trade has quite de- 
finitely turned upwards and advances have continued their 
downward trend for months — sometimes years — before 
turning upwards. In the most marked pre-1914 cycle, that 
culminating in 1907, the revival became noticeable in 1904 
but not until late 1905 was there any marked expansion 
in advances. In 1920 trade turned down in the spring but 
advances continued expanding in the second half of the 
year, only going down in 1921. In 1929 the turn of 
advances downwards was quick; but though revival began 
about the third quarter of 1932 advances showed no 
increase until 1934 and no marked increase until 1936. 
The late upward movement in advances in the nineteen- 
thirties revival is the harder to explain in view of the 

■ KejTies made some reference to this time-lag in his Treatise on 
Mmey (esp. vol. i, pp. 41—3). The point was overlooked by Professor 
Clay in his analysis of the post-war boom and slump (see his Post-War 
Unemployment Problem, pp. 63-4), though it is not a serious drawback to 
ms argument. 

I have used Mr. Goodwin’s (previously mentioned) analysis of 
stabstKs for the period ip^S-SS- For pre-1914 and other post-1920 years 
1 have had to use my own unpublished work. 
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actjnty «f the btiilding trade — a trrtdo generally raippo^id 
to be particularly depctKlent on bank advances, 'bhe be- 
haviour of advances in the nineteen-thirties in fact sug- 
gested i\ secular dov.’mvard trend upon vrhich the nonual 
cyclical movement is supcrimp{>$ed. 

Bills discounted and iNioney at Call arc items that may 
move divergently, ;ts when the banks have decided to hold 
itwrc of the market’s supply of bills— or vice versa. Such 
rnoventenLs are in general quite ephemenil and more 
grncT.diy the two items botli expand when the supply of 
hills expands, and vice versa. Before 1914 the sup])!y of 
bills rcliectcd mainly the volume of international trade. 
General expansion of world trade increased the supply of 
bills and the banks would hold more bilks themselves and 
lend more to the discount houses, thereby enabling thent 
also to hold more bills. In po.st-1920 years T'rcasury Bills 
have constituted sjjch a large part of the total supply of 
bills that the movements in the nvo item? in the bank 
b.ilancc-shects has rcHecicd Treasury debt policy rather 
than trade movements. 

'rhe irifiucncc of ^'.nriaiions in Stock Jtxchange activity 
h.as l)cen ohsctired, and has helped to obscure other move- 
ments, bceaiisc the statistical trtxumeni of adv.ancc? for 
Stfwk Exchange purposes has varied from hank to bard*, 
and twen within the s.ime bank. Sirme loans for Slock 
Exchange speculation find their wity into Money at Cali 
v.htk' others go to sucll Aci'.nnccs. It seems on the whole 


prob.'ibie that the high level of titese as^tta in 1910 was 
connected with the Stock Exchattge activity of that ye.ir. 
In pO'U-rpcD years such movements are difftcuh 10 trace; 
but titc pKtk in Money at Cali :ind Short Notice in 1928 
may well b.svc Ircen a.^^sodated with that ycarV outintrs? of 
f tock-t nar.kct F|nvubt ion. 
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downward trend in the proportion which Investments 
bore to total assets, but superimposed on this trend was 
clearly the same cyclical movement that appeared in post- 
1920 years. Investments tended to contract as Advances 
expanded and Investments expanded as Advances con- 
tracted, The total of the two together is, of course, by no 
means stable. It appears that the banks decide the aggre- 
gate of their earning assets by reference to their cash 
reserves and the availability of the liquid earning assets. 
The aggregate of Advances and Investments can generally 
(though not always) be regarded as fixed when the holdings 
of cash and liquid earning assets is given. The bankers 
appear to rejoice in making as extensive Advances as are 
compatible wdth the maintenance of their security canons, 
filling whatever gap remains by Investments. The banlcer 
may be regarded as passive when he sits in his parlour and 
waits for the state of trade to fix his advances for him; he 
is active when, the outlet of Advances being determined, 
he takes the initiative of buying securities to fill the re- 
maining gap in his assets. The yield of securities and the 
state of the stock markets appear ordinarily to have no 
influence on the banker’s Avillingness to hold investments. 
The volume of investments is fixed solely by the behaviour 
of the other assets. In 1907 there was an extreme case 
illuminating the pre-1914 behaviour of bankers. In the 
crisis of that year they sold investments in order to raise 
their cash ratios — despite the fact that it was a very bad 
time to sell securities, and despite the fact that such action 
on their part could only aggravate the money-market 
tension. On the other hand, during the first years of the 
cheap money period of the 1930’s the banks had swelling 
cash reserves while the demand for advances and the 
supply of bills was falling sharply. They therefore in- 
creased their investments substantially. After 1935 the 
demand for advances expanded appreciably and there was 
also some increase in the supply of bills. The banks would 
have responded to these cnanges by selling securities had 
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it not iK'fn for the dcliheratc increase, by Bank of 3;nel'nd 
action, in the rash basts, which enabled tlic banks to take 
np the increasins: vohnne of attractive assets vdthout 
contributim!: to dcprexdon of the ctih-cdstccl niarhet. All 
the tvhilc tlie Ban?: of Ktit^land was prnvidinr: the sncfea<td 
ca4i required for circnlaiion without allowinq thi;; de- 
rnand t<^ disturb the conmierchd banks, dlie tvpical 
mun.c of hanking statistics at the end of the trecle is for 
the expanding demand for advances and public demand 
for cash together to press down the casli ratio so that the 
banks sell investments to maintain their o’sh ratio \\ittunit 
refusing the most profitable assets— atlvances. 'rhest* 
sales of .securities by the lianks have an import.mt in- 
fluence on the course of long-term interret rates in the 
bofjm. In i ()37 Bank of England inflattonaiy action was 
striving to postpone the day. 

The complementary behaviour of the tuo item'; Ad- 
vances and Investments thus gives two important clues 
to the attitude of hanluTB towards different clas"es of 
asset".. In the first place, their willingness to make Invis-t- 
merus a mere buffer to the wtrying demand for Ad%'ances 
shows that they rejoice in accommodating all demands for 
Adv.mccs %*,!)ich meet their customasy* jeeurity require- 
ments. Advances pay better tbian Investments; Advances 
aecord.ingly have first consi<icr.uion. In the second place, 
tlte laggardnctss of Ad%.imcs in reflecting trade-cycle 
movements suggists that the various phase- <»f the ctcie 
hau^ to be will under way before the b:m?.ers h.ivc the 
opportunity to encourage or diwuuragc the movemnus 
!n modibing titeir auitudo. .\ll the evidence goe.s to 
-^Ufgrat ib.at Englis-h commercial h.inkera. at any rate 
g^’Otrany. -are ctuircly pa -siec in the trade cycle. 

l*his rrif\rnl emnclu^ion might haec to be moditied 
o-smewhat if it co-dd br'-hown d? g ihr bani.era d»d m'.Kb. 
to inflmtue 5tot‘k-m '-rj.et spccnleiion. For 'r’v t 

ch.mgi,’^ ere ch'^nre^ in the long-u * m ratt of intca g cud 
•^uch ill J'on hoe iuBura'sC in Mtnml'iirg or 
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retarding trade. But the available figures do not allow 
us to draw any important inferences on this point. The 
bankers from time to time exert themselves to emphasize 
the triviality of their support of speculators.^ Their be- 
haviour in making tlicir own holdings of invc.stmcnts 
complementar)' to the demand for advances probably has 
much more effect on the course of the trade cycle than 
docs any other operation of the commercial banks.* For it 
supports a tendency for long-term interest rates to fall 
when trade is slack and to rise wlicn trade is brisk. The 
changes in the rates tlicy charge for tlicir own direct 
advances to business men arc generally far too trivial to 
have any influence on trade activity directly. 

These conclusions conflict directly with the view that 
bankers create or even exaggerate the trade cj’clc. We 
have shown commercial bankers to be mainly passive. 
Their most important influence on the course of the c}'clc 
we have suggested to be their tendency to make Invest- 
ments move inversely with Advances, and this influence is 
one which does not e.xaggeratc hut checks the cycle. It 
should be emphasized that these conclusions relate to the 
commercial banks, not to the central banks who control 
the cash basis; and they have been drawn from English 
evidence. The more remote arc the methods of other 
S3'stems from those of English bankers, the less applicable 
may the conclusions of tin's section be. 

VI. Secular Coutracfioii of ihc Demand for 
Bank I^ans 

In the preceding section we have noticed incidentally 
the existence of certain secular changes in the distribution 
of commercial bank assets. Before 1914 there was, for 
example, a marked downward trend in the investment 
proportion of the great English banks. Further back there 
had been a fall in bills discounted while advances rose 

‘ The whole of this section refers directly only to EngUsh conditions, and 
tins sentence particularly should not be lightly applied to other countries. 
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(mArkint: tlie supcr-^csiston of the inland bill by the bank 
advance). In onr own day the pre-T9T4 downward trend 
in invnUments appears to have been reversed, wlnlc 
advances tend tiowmvard. This last chantje—thc seailar 
tendenev for bank advances to shrink— has such far- 
reaching, implications that it calls for .some special discus- 
sion. It is at present not serious in England; but it has 
been far more marked in the United States and in Canada, 
arid other banking systems are said to be suffering more or 
less similar e,vpcricnces. Witat arc the origins of this 
change? Of one thing wc can be certain. Even if we do 
not agree about ific gener.i! passivity of commercial 
!>ankt'rs, the great profitability of the bank advance i.s such 
ih.at we cannot suppose that the bankers arc deliberately 
contr.tcting their lo.ins to business men at a time when 
hank profits arc rather scarcer than usuald Moreover tliey 
ihenwclves arc continually protesting that they would be 
only too glad to lend more if they could find borrowers of 
the usual calibre. We have already seen how the security 
onons acknowledged in print by bankets liavc been 
widening mlher than contracting the field for bank ad- 
vances. It seetm hardly probable that there h?.s been any 
such, tightening-up of niles as would reduce gro.'is profits 
more than bad debts arc reduced. 

The causes must be sought on tlie other side. What of 
the demand for hruik advances? The demand for hank 
adv.ances has, J believe, been .subject to secular decline for 
five rc.nons; industri.nl iniegration, the relative decline of 
indn<trii ^ peculiarly dependent on bank credit, the growth 
of sped.di^*: credit iri'^titutions and the development of 
stock nierket^., and the increase in c:v>h payment'^ in retail 
trade.- I would rmphacittc the conjectural nature of ihi^ 
.nn.d’tsi-, Ec.v'm*’ fi'r ihc decline emnot be ccrtainlv 
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their confidence on this matter tvliich so gravely affects 
the prospects of their shareholders^ The relative impor- 
tance of each of the five suggested reasons varies fronr 
countr}’ to countr)’.^ 

Industrial integration affects the demand for bank loans 
through the workings of the laws of chance, if nothing else. 
Industrial firms, like individuals, hold balances to meet 
contingent divergences between receipts and outgoings. 
Some of these divergences arc orderly, being connected 
with seasonal movements of one kind and another. Onl}' 
the smaller of these scason.al divergences will ordinarily 
give rise to the holding of balancc.s.^ Tiic lc.ss ca.sily fore- 
seen divergences arc those which give rise to most of the 
holding of balances and their distribution is naturally a 
chance distribution. T’hc more chance variations arc 
aggregated the less is the aggregate itself likely to varj". 
The balance held by one big firm is therefore likely to 
vary relatively less than would the balance,s of twelve firms 
each onc-twclfth the size of the big firm. It is but a short 
step from this to the proposition that, given the preference 
of business men to hold balances rather than overdraw 
their accounts, the one big firm is likely to use overdraft 
facilities less than the twelve small firms whose fusion 
constituted the one big firm. Big business means, on sheer 
laws of chance, small overdrafts. 

There is good reason to suppo.se that industrial integra- 
tion tends to reduce overdrafts for another reason. Wc 
have mentioned above the fact that seasonal divergences 
between receipts and payments will give rise to converse 
variations in balances only if the divergences arc relatively 

’ Since this boot: first nppenred my attention has been directed to tlic 
fact that the late Mr. McKenna (of the Midlimd Bank) did, in Wo of his 
annua! speeches to shareholders, make some reference to the ninttcr. 

Durintr the war special factors, such ns methods of paj-ment on 
government contracts, distorted tin both directions) tlic demand for 
advances, but with tlie return to peace tlic forces operating in the intcr- 
w.ir period arc probably rc-j.icrting themselves. 

^ Wc return to tills point m a moment. 
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^maH. A small hnn, to make provision for a seasonal 

c\f < of pa\Tncnis over receipts, faces the dunce i^etween 
lioldinr; an idle balance over the excess receipts season and 
o’.erdrawini! in tJje excess payments season. \Vhich it 
decides to do wc cannot decide a priori', but some ctTtainly 
ennose to overdraw in the excess payments season. The 
big firm, on the other hand, does not face this choice of 
evils. Insti'ad of holding an absolutely barren balance 
over the excess receipts season it can lend the money out 
at short-term- '■•by taking up 'rreasury Bills, or depositing 
^vitli discount liouses for example. Or perhaps it will leave 
the mcmey as a bank deposit standing in its own name, 
wringing from the bank exceptionally favotjrable trcai- 
nieiU. It may even invest the money in bonds nearing 
maturity. 'The big firm can and the small firm cannot 
afford to do this bccau.se m the co.sts of investment and 
disinvestment tltcrc arc great economics in large trans- 
.nciions. I'hanks to its ability to secure some appreciable 
interest on its temporarily stirplus balances, a lujgc finn 
like Imperial Chemiail.s need never contemplate the possi- 
bility of overdrawing in an excess payments period. This 
is avowedly an extreme example; but it serves to empha- 
sise the tendency for use of overdrafts to decline as a 
result of finxts becotning of sufiicieni sir.c to enjoy econo- 
mies in investment and disinvestment of .short-term 
funds.* 

The relative decline of indusirita- peculiarly dependent 
on bank credit is probnidy far more impon.nnt in the 
thiiied States and Canada than in England. In those 
countries .agriatUmx’' hre. been notoriously dependent, 
apart from limited government ai<l, on the banks for 
a buiic part of it.-v ca.pitak The manufacturing and 
(icf (.'.ijgtd.i p.'irticutarly) the minitsg industricf which 
ere now.ida}f. bulking relatively larger in their natif>n:4 
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economies have been able to finance themselves largely 
by tapping the stock markets. The relative decline of agri- 
culture has meant a relative contraction in the bankers 
best outlet for loans bearing high rates of interest. 

Agricultural outlets for loans have also probably been 
those most affected by the rise of specialist credit institu- 
tions. These institutions— such as agricultural mortgage 
‘banks’— have arisen frequently with government support 
specifically to meet needs which the bankers were unwill-, 
ing to meet. The same applies to establishments like 
‘Credit for Industry’ designed to provide medium- and 
long-term credit for small firms. To the extent that these 
specialist institutions are meeting needs which were not 
met before, the banks are of course unaffected. But it 
seems probable that some of the needs they meet were 
previously met by the banks who would in a grudging 
spirit m^e illiquid loans rather than disoblige good 
customers. To the extent that this is so the banks have 
of course gained in liquidity and perhaps in avoid- ; 
ing bad debts — but at the expense of substantial gross 
profits. 

The development of stock markets has probably had 
some influence in reducing the industrial demand for bank : 
loans especially at times of stock exchange boom. A boom 
in ordinary shares — or common stocks the Americans, 
would say— enables companies to obtain more capital in 
exchange for a mere prospect of a share in future net 
profits. This was of course always so, but the public 
appetite for ordinary shares was almost certainly greater 
in the 1928-9 Wall Street boom than it had ever been 
before. Under these circumstances it often paid well- 
known firms requiring more funds temporarily to issue 
more shares, placing the money on time deposits (which 
usually yield some interest) in the excess receipts periods. 
The ease with which capital could be raised in the stock 
market in America in the late ’twenties may well have 
accounted for much of the simultanpniis trrmxn-V, f;mP 
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profitable assets. This was the line taken only too often 
in the United States in the nineteen-twenties. The pres- 
sure on profits may drive the bankers to relax their security 
canons and embark on rash ventures. The support given 
by many American banks to the real estate boom is a case 
in point. It may be that there are some safe outlets yet 
to be discovered; but in general we may, I think, regret 
that pressure on profits should oblige the bankers to 
seek out borrowers they would have frowned upon in 
earlier days. 

Outgoings may conceivably be reduced in either or both 
of two directions. The bankers’ outgoings may be divided 
into interest paid on deposits and expenses of administra- 
tion. The payment of interest on deposits had its origin 
in the bankers’ attempts to encourage the banking habit 
and is still largely based on that notion. But it is possible 
that banking habits are sufficiently firmly established to 
allow some reduction. They stand now at extremely low 
levels — I per cent, and i per cent, per annum are common 
rates — so that short of abolition there is little room for 
further reduction.' The last possibility is the reduction 
of expenses of administration. This is essentially a ques- 
tion of efficiency. We may joke about the number of tiny 
bank branches opened in the inter-war period; but we 
should at the same time remember the growth of housing 
estates for which the banks try to cater. We maj’' think 
the bank employees enjoy high usages considering their 
technical qualifications ; but we should remember that the 
banks must pay a price for unquestionable honesty. They 
must employ people whom the public will accept as honest. 
And members of the public look for good manners in the 
men with Avhom they do their financial business. All these 
thmgs have their price. There may be unrealized econo- 
mies of large-scale operation behind the counter. But. 

It is true that bankers might benefit from dearer money days by 
refraining from raising deposit rates as interest rates generaUy rose: but 
dearer money daj’s are unlikely to come. 
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ratios to double their pre-depression level. Times are 
already lean for them and in the absence of reversal of 
present trends their future is by no means bright. In 
Canada and in England things have not become so des- 
perate, the expansion of total earning assets having more 
or less sufficed to meet declining average returns. In 
England at least it is difficult to know exactly what is 
happening to banking profits — so little can be told by . a 
bank’s published profit and loss account. In the nineteen- 
thirties there were signs that the English banks were feel- 
ing some pressure — ^mechanization proceeded apace, the 
opening of new branches slackened somewhat, and one 
occasionally heard some instance of an upward pressure 
on charges, a downward pressure on deposit interest. At 
the same time there was a disposition to widen the field 
for overdrafts. Within limits this is safe enough — ^for we 
have seen that traditional canons were unduly restrictive. 
But English bankers are likely to bear in mind the un- 
happy outcome of foreign bankers’ more venturesonie 
conduct. It can by no means be taken for granted that 
commercial banking as we know it to-day can always be 
run at a profit. 



CHArrER X 

THE DISTRIBUTIOK OF DEPOSITS* 

1. Tht Chmfication of Dtpotits 

\Yt nu\v turn front the transactions which rise to lltc 
c':isttncc* of hank deposits to certain aspects of the deposits 
tlicjnsidvcs. I'itc economic signilicance of tiie creation of 
I^ank deposits is based on the power of a person disposine 
of a bank deposit to attract real resources. A large propor- 
tion of tiic total Iwnk deposits is in practice being con- 
tinuallv used to attract real resources, either to the final 
consumers or to the business men wlio intend to piisli 
those real resources one step nearer to final consumption. 
These tleposiis may he described as Income Depo.sits and 
Business Deposits. Tlicir total lues been called Cash De- 
posits, Cash Deposits alone arc being continually turned 
over in settlement of debts and some authorities prefer to 
give the title of Money to no hank deposits except these 
Cash Deposits. The remaining bank deposits are lield not 
for current business or income purposes; but as inrcstuirnts 
or tcn'higs, and they are commonly called Savings Deposits. 
'Tiiev are held not to meet the needs of the near future, 
but as part of th.at total stocl: of wealth vliich individuals 
look upon as their savings or private capital. 

I’o anyone who has grasped the Inie nature of the 
d< mand for money balances for income-spending and for 
burdtu-'n purposes (the Casli Deposits) it will be apparent 
that the distinction between that part of the demand for 
money and the other part of the demand— the part satisfied 
tw the Iruding of f^avings Deposits— -is a distinction of 
vl'.yree. All mout-y b-- held for contingent ^excesses of pay- 
nts over receipts. Tiicre is no sharp fine bettveen ifie 
b.d.mcf I hold in case I b.avcto go on an une.xpixteJ long 
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, railway journey next week and the balance I hold in case 
I have to meet a heavy doctor’s bill next year. rThe fact 
that it is a distinction of degree must be borne in mind 
throughout this chapter. Yet the distinction is sufficiently 
marked in common usage. From one part of his balance 
the individual looks for no advantage but the convenience 
which it affords him directly. From the other part — ^his 
Savings Deposits — ^he is inclined to look in addition for 
some small interest gain, and may be prepared to ‘invest’ 
it if an- attractive opportunity arises. 

The Savings Deposits are by definition not turned over 
at all. If a man wants either to pay the doctor’s bill or 
to buy government bonds with his Savings Deposits he 
transfers some of his Savings Deposits to Cash Deposits, 
and then settles the debts he has incurred. Conversely, if a 
man decides that his Cash Deposits are unnecessarily large 
and he sees no better investment opportunity, part of his 
Cash Deposits become Savings Deposits, Savings Deposits 
are essentmlly idle deposits or ‘hoards’. It is important to 
remember that whether deposits standing in a customer’s 
name are to be Cash Deposits or Savings Deposits is 
directly decided by the customer, not by the bank. 

The distinction between Cash Deposits and Savings 
Deposits corresponds in a very rough way to the distinc- 
tion inEnglish banking practicebetween Current Accounts 
and Deposit Accounts, and in Aiuerica and elsewhere 
between Demand Deposits andTime (or Notice) Deposits. 
Not at all exactly, for some of the current account balances 
are not really Cash Deposits. For example, the minimum 
balances often maintained on current account to induce 
the bank to work the account without charge are really 
Savings Deposits, maintained because the individual en- 
joys, apart from possessing that private wealth, the advan- 
t^e of a no-charge’ current account. When interest rates 
offered by the bank on Time Deposits are very low people 
are inclined to leave inactive balances — which have really 
become Savings Deposits— on Demand Deposit, because 
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the. low yield rnaltes the bother of lrati<fcr and retransfer 
uoi wurtls V. hitc. When Mmil income-receivers who cannot 
afford a etirrcnt account minimtre their cash holdings by 
working a deposit account «p and down from month to 
month ™looldng to the account for convenience ratiscr 
than intciest — die balance is practtcxdly a Cash Deposit. 
In llu* nineteen-twenties some Americiin banks arc saiti 
to hate allowed unrestricted drawing of clicqucs on Time 
Deposits - tljcsc deposits were then really Cash Deposits. 
{5u; bro.idiy speaking, the Demand Deposits (Current 
Actounts) may he taken as corresponding to the Cash 
Deposit-. And the Time Deposits (Deposit Accounts) 
may he taken as corresponding to tlie Savings Deposits, 
At any rate a change in the proportion of Demand De- 
porits to 'Fotal Deposits may be taken as indicating a 
change in the proportion of Cash Deposits to Total 
Dcp()Sits. 


II, Tht Pmporlion of Cash Deposits to Smitis^s Deposits 

'Idle decision that a given hank deposit sh.dl ])e a Cash 
De'posit or a Savings Deposit is, we have already seen, 
m.wle not by the b.ink but by the customer in ^vhose name 
that deposit stands. The depo.sh may, in fact, change its 
chat.H'ler without the customer notifying the bank; but it 
5- more likely th.at such a cliange will take the fonn of n 
tran-frr from De.maud Deposits to Time Deposits (or vice 
vena). The banks will tmn.sfer balances from one of tlieir 
own ckw-es to the other without h.csitalion— thev le.avc tlse 


d-htiibutsiiU of deposit,- entirely in their cu-tomcnr' iiands. 
’i'he b.mk . decide the total t'oiumc of dep'>'^it-*^t the 
public, dirtcily at least, decides the distribution between 
the Cash Dcp'‘ its and ritwincs Deposits c-ategoris-s. What 
fartor-v guide the pu’olu: in drtennining the dsTiribution i 


i!u‘ indwidiual t!ie 


dhilnctiini between the two 


e.'.5i;g-'rjw lie - in the f.'ct that whrica- the Cash Deposit 
i , i apreti d to Allord couv entente only* tht S wing'- Dipo-it 
nuot m addaiou bear compari..ou v. itu alitniative 
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in investment — in its ability to yield an income. This 
second attraction of the Sa\dngs Deposit constitutes an in- 
ducement to the individual to keep his Cash Deposit at the 
minimum consistent with convenience, just as the attrac- 
tions of other classes of private wealth (final consumption 
goods and ‘investments’) are factors continually depress- 
ing the individual’s willingness to hold bank deposits of 
any kind. Individuals will therefore keep their Cash 
Deposits — ^the total of which is under their own control — 
at the convenient minimum dictated by the receiving and 
spending habits, the level of prices, &c. The total of 
Income Deposits accordingly directly reflects, given habits 
and customs, the general level of money incomes and of 
prices. Similarly the total of Business Deposits, given 
business men’s habits, trade customs of payment and 
credit arrangements, directly reflects the level of business 
activities, raw material and manufactured goods prices, 
wage-rates, &c. Expanding trade and rising money in- 
comes and prices are associated with expanding Cash 
Deposits, while contractmg trade and falling money 
incomes and prices are associated with declining Cash 
Deposits.* We may go so far as to say that given business 
customs, the level of Cash Deposits is proximately deter- 
mined by the level of prices and the state of trade. 

If the banks have determined the total of all deposits 
and the total of Cash Deposits is determined by the state 
of trade, &c., then the total of Saviogs Deposits is auto- 
rnatically determined — for Savings Deposits are by defini- 
tion All Deposits 7nimis Cash Deposits. The total of 
Savings Deposits is not directly controlled by the bank’s 
customers at all. In fact, given the state of trade, &c., in 
which the volume of Cash Deposits is implicit, the banks 

connpion between the state of trade and the demand for 
^h bdances is modified by the common disposition to grant credit more 
treely m ttmes of good trade, though the anxiety of some producers to 
exten cr^t than not sell at all in depression partly counter- 

^ ^ces 1ms. The same considerations affect the demand for Advances 
in the vanous phases of the Trade Cycle. 
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tl5«mt'}%-es deicnnine the volume of Savings Depopjis 
Vf’hen hy their operations in acquiring assets they deter- 
mine the volume of All Deposits. 

Yet the banks cannot force Savings Deposits on people. 
Xor can they cancel the Savings Deposits standing in the 
names of their customers. How then am they regulate tile 
total of Savings Deposits? 'I’hc an^wcr has already been 
given in Chapter L They am induct people to change the 
di.'^lrihution of their wealth between Savings Depo'iits and 
other assets (government bonds, industrial debentures, 
shares, kc.) by ofrering the public a more or less attractive 
price for certain classes of those other a.sscts — in particular 
government iionds. Given the public’s preference for a 
certain liquidity distribution of tlicir assets of all kind.s, 
the banks am expand Savings Deposits by offering higher 
price's for government bonds (which implies forcing down 
the yield thereon) so as to make people decide to hold 
more Savings Deposits (the yield of which is now nearer 
to that on government bonds, and whose future capital 
value is certain) and less government bonds. Conversely 
the banks can reduce the volume of Savings Deposits !)y 
offering to sell government bonds at .‘=;utljciently lower 
prices. Government bonds now increase their attractions 
relatively to those of Savings Dept>?its and the public vrill 
be w.lisfied with less of tltc latter .and more of the former. 


I'he irstplication of this analyris is that given the state of 
tr.tdc, tlur level of prices and money incomes, the public’s 
business habits and the public’s scale of preference far 
;i«.''Cts of different types, purchases of scctiritsts Ijy tise 
banks fnrt.es doun the vield on fill-edged .•jecuriiscs, and 
sales of securiticii In* the banks forcc,*^ up the yield of 
recuriues.. So f.tr 'ae hive only repeated, in more com- 


plicated and accurate tCTtsv^, what luut alre.tdy bte 
earlier chanter'*. It is worth remernb<*ririg tlcst ws 


■n said in 
: slu>u cd 


in Chanter VI 
securities nciv 


Ik»w a change in the yield of gilt-edged 
induenre the of trade and price;. 


bangc in the staste id tnulc. may affect the public’s 
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scale of preference for assets of different types. When we 
take these two factors as given we are therefore leaving the 
analysis unfinished and closing our eyes to the fact that 
the initial action of the banks has wide repercussions in 
upsetting the equilibrium. To some of these further 
repercussions we can now give some attention. 

Suppose that at the outset all the directly relevant factors 
are in equilibrium with each other — the Cash Deposits, 
the Savings Deposits, the public’s scale of preference for 
different assets, the state of trade, the price level, the in- 
ternal position of the banks, and so on. In our last case 
we then supposed an internal change in the banks leading 
to their purchase or sale of securities. Now let us suppose 
the banks remain in internal equilibrium, but that some 
change extraneous to the banking system initiates an im- 
provement in trade, with rising prices and money in- 
comes.^ The public will want more cash deposits. Given 
complete rigidity in bank assets the change must come 
about by the business men who initially want more bank 
deposits selling securities directly or indirectly to the 
people who are induced, by more attractive security 
markets, to reduce their hoards of Savings Deposits and 
increase their holdings of securities. Their deposits are 
handed over to the business men who use them as Cash 
Deposits, which they remain as they are scattered over the 
economy in the form of increased money incomes and 
prices.^ The increased Cash Deposits can be supplied 
thus without any action on the part of the b anks them- 
selves.^ The proportion of Cash Deposits to Savings De- 
posits is increased— at the expense of some depression of 
the general level of security prices’. (In this omnibus 
phrase we conceal for the moment some complications to 

The possibility of such a completely extraneous change is admitted 
by eveiy plausible theory of business Suctuations. In Wicksellian tenns 
I am supposing a nse m the natural rate of interest while the market rate 
ot mterest remains unchanged 

^ Business Deposits rise first, then Income Deposits. 
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Vi’htdi %vc shall return in the nc'it clu*Tt'^r.) Tiie bank'i arc 
rjisenlially ‘passive’ to the change. 

As the tmde expansion gets under way the banks will, 
however, be met with increa^^ed otters of attr.tctiveassets- 
there will be an increased demand for advances. This 
demand for advances may he met by the banks selling 
recunties. In cficct, this means that part of the new Ca'ih 
Deposits are obtained for the businc-ss men by the bankers, 
who allow Cash Deposits to be expanded by expanding 
advances as they contract Savings Deposits by selling 
lionils to people who Itad held Savings Deposits. ’Fhe 
amount of pressure on the securities market is tlte same, 
whether the business men obtain deposits by selling 
securiticjB to the public or by borrowing from the banks 
which do the selling of securities to the public. Ca.<>h. De- 
posits go up to meet increased business need.s, and given 
no change in the banks* total assets, Savings Deposits must 
go down by the same amount— which i.s also the value of 
the new securities held by the investing public. The ex- 
patvsion of the active part of bank dcpo-^iis, if the hanks 
decline to change llieir total a.s.se!s, inevitably set.s in train 
an upvwrd movement in interest nues. As trade and 
income's expand there is also certain to be some expansion 
in the public’s demand for casii. If the monetary authori- 
ties are not prepared to expand the total supply of cash to 
meet thr.H' increased needs, the ctish reserx’es of the b.mks 
arc reduced, ‘I'his cau.se? a conimction of their total assets, 
am! siru^^ the volume of Cash Deposits is decided by the 
public, the contraction must he confined in the ftr.X in- 
stance to the Savintfs Dtptesits. S.iving.s Deposits are 
contracifd bv the bank'; selling searritics so holders of 




254 the distribution OF DEPOSITS 

and forcing the rate of interest down. An ^ux of cash 
into the reserves of the banks from circulation reinforces 
the banks’ efforts to expand Savings Deposits, reinforcing 
the tendency for interest rates to fall. 

The movement of interest rates which is produced in 
either case tends, in the tortuous way described in Chapter 
VI, to reverse the movement of trade conditions. That is 
the way in which an absolutely stable volume of total bank 
deposits tends to put the brake on any decided upward or 
downward movement of trade. It should of course be 
remembered that flourishing trade can for some time stand 
rising interest rates, and contrariwise falling interest fates 
may for long fail to stimulate a trade revival. 

If the monetary authorities wish to prevent, at least for 
a time, the operation of this monetary governor of trade 
conditions, they must be prepared to expand or contract 
total bank deposits to keep pace with the public’s expan- 
sion or contraction of the Cash Deposits. If the banking 
system will, in a trade expansion, take from the public the 
indebtedness (securities) which the public offers in ex- 
change for the additional bank indebtedness (deposits) it 
wants for carrying the increased volume of business, then 
no pressure of supply forces down the price of securities. 
And contrariwise for the opposite case. Such decisions 
the banking authorities can make: the commercial banks 
may be tempted, by the change in the supply of desirable 
assets, to change their cash ratios, and, more seriously, the 
central bank can operate on the cash basis. The fact that 
the public has direct control over the volume of Cash , 
Deposits does not free the banking system from great 
responsibilities in influencing economic conditions. 

Some elj^iioniists have preferred to treat these changes 
in the prop^^on of active to inactive deposits as changes 
m the veloci^ circulation of bank deposits. The dif- 
ference is one . formulation only. If we prefer to do so, 
^t is perfectly h citimate to talk of trade activity implying 

increase in tl - of money coming into the market 
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in tvchsnpr for goods. If ibc volume of money remains 
unchatircd an increased velocity of circulation will have 
oentrred. Uncomfortably high %'clGcity induces rije public 
to lower their valuations of non-monetaiy assets, 'rhe 
banks can proceed to rtastore velocity of circulation to 
normal and keep interest rates down by adding to total 
deposits, or no* —the conclusions are unaffected by the 
particular formukition we choose. I have preferred to tipc 
the classification-of-dcpositsfoniujlationbccauseit appears 
nxsre realistic to me. It takes account of the two quite 
different pnq'joses for which people do in fact hold l^ank 
deposits, and by picturing private wealth as consisting of 
Cash Deposits, Savings Depo.sits, and other assets, it en- 
ables tis to see the opcnitions of hanks in their tnic light 
as a contimtal process of exchanging indebtedness between 
the banks and the public. 


III. Deposits Classification mid tribal Cash Ratios 
A fcitture of central banking legislation in the United 
St ates and in other countries which have iseen influenced 
by x\mcrican legislation (Xcw Zealand provides the most 
recent c.vample) is that the txish ratios, which the commer- 
cial banks arc obliged by law to maintain, varx' according 
to the classification of deposits. In America, for example, 
the cash reserves to he held must be 12, 17!, or 20 per 
centd against Demand Deposits, but only 5 per cent, 
.'’gainst Time Deposits. 'This system of adjusting the cash 
tr-tios to the classification of deposits datts from a time 
when legal minimum cash ratios were rcg.trded not as a 
device for giving tv>ntrol to tlu’ central bank but as a pro- 
tecrion for tb.e drp^stdng public auaiast illicjuid hanks. It 
V. as considered tb.a.t e.s banks cmtki insist on, say, a mont li's 
notice tirforc 'i'ime Deposits could be exchanged for cash 
lire prapajtion of cash In be held against tlu'-m need no? 
be anything like lO great tint held again' t deptisits 
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exchangeable for cash on demand. Into the propriety of 
this arrangement from the point of view of protecting the 
public against bad banking it is unnecessary to go here. 
We are concerned rather with the effect of the distinction 
on the relation bet\veen commercial bank policy and central 
bank policy. 

As long as the proportion of Demand Deposits to Total 
Deposits remains unchanged the different ratios cause no 
disturbance: it is as though one flat ratio (a weighted 
average of the two legal ratios) were applied to the Total 
Deposits. The different ratios become a complicating 
factor once there is a change in the proportion of one class 
of deposits to the other. If there is a shift from Demand 
Deposits to Time Deposits the legal cash reserves required 
decrease. Given unchanged cash reser\'cs the banks have 
an inducement to expand total deposits. Conversely a shift 
from Time to Demand Deposits sets in train a contraction 
of total deposits. Is this automatic result of a shift in 
proportion a desirable feature of a modem banking 
system? 

In answering this question we shall cover most of the 
ground if we t^e three cases of a shift in the distribution 
of deposits: (i) the Trade Cycle movemfcnt, (2) a secular 
change in the public’s scale of preference for Savings 
Deposits and other classes of assets, and (3) a change in 
the proportion of Demand to Time Deposits which does 
not reflect a true change in the proportion of Cash to 
Savings Deposits. 

(i) In periods of trade e.xpansion there is an automatic 
shift from Savings Deposits to Cash Deposits. This neces- 
sitates an increase in the average cash ratio so forcing the 
^nks (in the absence of cash expansion) to curtail Sa\Tngs 
Deposits even more, implying a more abrupt rise in in- 
ter^t rates than would othenv'ise occur.* Conversely trade 
echne implies a shift awa)’’ from Cash Deposits, a drop in 

^ Unless the central bank offsets’ the movement bv adding to the cash 
ratio. • 
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the average cash ratio, and a morcabrupt decline in interest 
rates than tcotild otherwise occur. Since these movements 
of smer 4 :sl rates tend {as shown in Chapter VI) to reverse 
the trade movements the operation of this system lends 
to check the development of Trade Cycles: a point in its 
favour. The extent of this advantage depends on the stress 
laid upon the interest rate weapon for comb.iting the IVade 
Cycle. 

(2) Now suppose a secular change in tlie jntbiic’s scale 
of prcferetice for Savings Deposits and otlter classes of 
assets. Suppose, for example, that there is Increasing con- 
fidence in the banVutig system coupled with public realixa- 
tirm of the ineflicacy of the law in protecting the ordinar)’ 
investor from tlte clutches of shady company promolors 
and 'share sharks'. Tlicn people may prefer to hold more 
of their .accumulated we.alth in the shape of bank deposits 
(S:ivings Deposits, of course) and less in securities. Then, 
instc.ad of public purchase of securities passing att-h de- 
posits into the hand.'i of entrepreneurs involved in capital 
constniciion, there would be a cojitinual flow from Cash 
Deposits to Havings Deposits, the entrepreneurs failing 
to secure enough money to sustain their operations. 'I'o 
support economic activity at equilibrium level it is desir- 
able tlial the banks should sustain Cash Deposits by buy- 
ing securities {or m.iking advances to the entrepreneurs) 
10 the amount of the increase in Havings Deposits, If the 
public v,hl\ to accumulate wealth through the banking 
system it is desirable that die banking system .should see 
that no p.ecsivity of it.s own hinders the prncc:?.=; of rc.al 
capital accumulation, Kow the operation of the systetn 
we arc di^cus-utig aids this process. For rts Casli Deposits 
fail ;ma Havings Deposit;; r^^e the rccpiired twdt ratio fall^, 
f '> tltat the amount of cash inlbition which ih.e centra! bank 
necils to do ip reduced. Some additional b.asis is still 
rvtiuirvd. for if Ca<.h DrjKrdts are to be sustained the cash 
ba-'b- nunt be hwuflrn by the- amount needed to supprfrt 
the inctra’.c in Havings Depo-hs. Here agwin a't in nur 


i',- 
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first case (from which this case is not really clearly marked) 
the operation of this system of cash ratios tends to reduce 
the volume of cash manipulation which the central bank 
needs to do to keep the economy in equilibrium. 

(3) Lastly we will take the case of a change in the dis- 
tribution of deposits which is nominal but not real. We 
have suggested above that the distinction between Savings 
Deposits and Cash Deposits is not identical with the dis- 
tinction between Time Deposits and Demand Deposits. 
It is possible for Time Deposits to increase or decrease 
(total deposits remaining unchanged) without there having 
been any genuine change in the proportion of Savings 
Deposits to Cash Deposits. This might occur if a change 
in customary methods of charging bank customers led to 
a reduction in the minimum balances which many English 
bank customers keep in their current accounts. Another 
good example is said to have actually happened on a large 
scale in the United States in 1924-9 : in order to reduce the 
cash reserves they were required by law to keep, banks are 
said to have induced customers to transfer balances to 
Time Deposits by allowing them to draw cheques freely 
on those deposits — ^i.e. treating them as Demand Deposits. 
Here we have a case of the complex cash ratio system 
actually stimulating a change which reflects no genuihe 
change in the economic condition of the country. In either 
of these cases (and contrariwise in conceivable opposite 
cases) the banks’ cash needs are reduced and they are 
stimulated to increase total deposits — acquiring assets and 
forcing interest rates down — without there having been 
any such change as occurred in our other two cases to make 
an increase in total deposits desirable. The banks are 
enabled by the complex cash ratio system to free them- 
selves from the fetters with Avhich the central bank restrains 
mem. Of course the central bank can soon bring them to 
heel by reducing the cash basis in accordance with the 
reduction in cash needed to support the original volume 
of total deposits. But it may not know precisely what is 
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happening.’ And even if it knows what is happening it 
may consider it a nuisance to have to me some of it# 
ammunition (securities to be sold) for such a trivial pur- 
pose. Or it may, if the country is not enjoying an obvious 
boojn, be positively embarrassing for the central bank to 
sell securities (an operation gencndly understood as dc- 
llationar)') in order to offset the economising of cash 
rcfcn’es. In any case the possihilitt- of sucli changes has 
the undc&irablc effect of obscuring the central hank’s view 
(and that of outside experts) of contempornty* conditions. 

From tile point of view of control of commercial bank- 
ing there arc thus arguments for and against the complex 
c.'is!j ratio svslom. Decision must rest on the relative im- 
portance attached to the conflicting arguments. Being 
itjclincd to set a low value on interest rate movements as a 
weapon to combat the Trade Cycle, and being inclined to 
emphasir.e the importance of correct diagnoses by the cen- 
tral bank — and tlicrcforc to rate as a serious disadvantage 
anything obscuring the view or complic.-tiing the .simation 
— I nwclf prefer the simple system. Other writers, setting 
a higher value on interest rates as correctives of trade fluc- 
tuations, tvould perhaps decide in favour of the complex 
system, 

^ It ntiy lx- <if sarh ehsnK«-» on; I’nt it ontint 5-;r,w,* hnw 
f.i: thjrErr in Time r>rr«<i» R due t» tins fjtciiiT end h^w invich 

!>■» fa? i«r-rr fiindsmentil c}vsnj;:r5. 



CHAPl’ER XI 


THE PROBLEIH OF STOCK MARKET 
CONTROL 

I. Nature of the Problem 

In the previous chapter and at some earlier points in the 
book we have referred to the action of banks as tending 
to raise or depress ‘the general level of security prices’ and 
have spoken of the movements of security prices as though 
they were completely uniform. Uniformity in the move- 
ment of security prices depends on there being no change 
m the public s scale of preference for different securities. 
Ihis IS a highly artificial assumption: we have alreadv 
indicated that any influence which tends to improve oV 
depress the state of trade is likely to have repercussions 
on the public s scale of preference for different securities. 
\\ c must now look into the matter closely and discuss cer- 

therefrom. 

U e may confine our attention to those securities which 
S be Ssif r ^ Exchange. Tlie initial analysis 
mSe restriS markcLs are 

market for ‘f development of the 

problemrof ' ^hat gives rise to the 

These Stock^Exchn'' we shall discuss in this chapter, 
purpose Tntofon^^ this 

debentures oreferpn bonds, industrial 

n>on tS .tef ~ 

“rl;Tts.r “r.: 

Noris?heSsSt"rJ'*..,'"‘‘>' b' >o^cd here, 
for all the purposes of eenif’ sufficiently detailed 
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vaUiatton will depend upon factors of two kind^. 
I'irst there is the universal factor, public preference for 
present money as compared with future money, which we 
may call tlsc rate of interest factor-'-governing the rate at 
which a given expected yield wall he capitalized. Second 
there arc the expected yields of the individual securities, 
expectations which will be associated with varying amounts 
of uncertainly— “these we may describe as the yield expecta- 
tion factor. Now it is dear that whereas changes in the 
rate of interest factor can cause parallel movements only 
in the prices of all securities, changes in the yield expecta- 
tion factor can cause— in fact, arc certain to cause “'diver- 
gent movements in the prices of different securities. 'Fhe 
banking system can operate on the rate of interest factor 
only -by putting at the disposal of the public more ‘spot’ 
money. But the actual market prices of securities are 
detennined by the joint operation of the rate of interest 
factor and the yield expcctauion factor. And it is the struc- 
ture of actual market prices which is of significtmce in 
influencing the uses to %vhich real resources are put. In 
talking of ‘the general level of security prices’ :ts though 
all security pric(s moved uniformly we were taking into 
account the rate of interest factor only. We must now 
make our analysis more realistic by tstking account of the 
bdiaviour of the ddd e.xpcctatinn factor, 

WV must consider this yield expectation fcscior in relation 
to each of otsr four broad dafises of .securities. On govem- 
mesH horuls, assuming that there is no risk of default, no 
uncertainty arises. 'Fhe future m-ld i*) known and k in- 
wuia!-»!e for the life «jf the bond. Given the terms of the 


Ihh'kI the yield expectation factor 


cea^,es to be a variaijic 


and movat'.cnts in ‘nond prices tx'cur only as a re,-uU of 
dfange-t in the rate of interest factor. Th.c vidd txpreta- 


dou'- for indu-ttria! rtocks (of all three on the other 


hajjd «tc tiepnulent upon highly %-,iri.iblc factor*-* ■'-tlw pru- 
litabshry of stahr try and tiic optimism or perriuii'im of rite 
investing and specubting public. 'Flm vmy in winds ejch 
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separate class is affected depends on the order of their 
claims on industrial profits. Dcl.K-nlures have first claim, 
failure to meet which may have dire results lor the manage- 
ment of a company. Preference share.s have next claim and 
ordinary' shares arc entitled only to the residue. The clairris 
of debentures and preference .share;; are, of cmime, always 
limited to a percentage of their nominal vahies. For these 
reasons ordinary shares arc generally* most sensitive to 
expected changes in profit-s. The expected yield of deben- 
tures and preference shares can only vary when the ex- 
pected profits arc insufiicient to cover their claims so that 
there is risk of default. Owing to the prior claint of deben- 
tures expected profits have to foil lower to affect debenture 
prices than tlicy have to fall to affect preference sh.irc 
prices. To t.ake the limiting eases, if the public feels abso- 
lutely certain that future profits will alway.« suffice to meet 
the debenture ckiims then the pricc.softhc debenture .stock^ 
will only change as a result of changes in the rate of interest 
factor. And if the public feels absohitdy certain that future . 
profits will also suffice to cover preference share claims, 
the preference share prices will only change as a result of 
changes in the rate of interest factor. Since, on the other 
hand, ordinaiy share claims arc unlimited, the prices of 
ordinaiy' .shares are ahv.a\*s neccs.sarily subject to change as 
a result of change in the expected profits. 

Confidence in the coming of trade revival or fears of 
contracting trade affect the prices of tliese securities be- 
cause they affect the public’s willingness to bear uncer- 
tainty as well as the actual profit prospects. In a deep 
depression many companies will have passed* or reduced 
diridends on ordinaiy shares, some will have passed 
dividends on preference shares, and fewer will have dc- 


' Tl«: (^ception occurs when the profits ore expected to vnn- round 
fl level far below- that neccssarj- for nicctinf: the prior claims of debenture 
holders and preference shateholdcrs. Thc.-c is an analofrous exception to 
the general rule about the pnccs of preference shares. 

perhaps be warned that the phrase 'passing a 
dividend means 'failing to pay any diridend’. 
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tm their clebenUrrc obh^Mtiats-^. 'fhe course of 
prices of particular securities uill Jepend upon u'hcther 
con'tpaiii<‘S ha\’<' fallen into one, two, or ail tiiree of these 
cateijorics. .Securities of the last itroup (rornpUtc default) 
will siiow rises of price hrst for debentures, later for 
preference shares, .and for ordinar)- sSiarcs only ns cvpceta- 
tions of tevival become tnuch more widespread and more 
optimistic, in the second group debenture prices will be 
relatively little affected (only by the risk of future default 
declining) but preference sli.arc prices will rise at an e.)rly 
stage .and then ordinary share prices. In the first group, 
prices of ordinary shaies alone will show any great move- 
ments (always abstracting from the rate of interc'st factor). 
The deeper tiie depression has been (and therefore the 
more companies have fallen into the last group) the more 
closely will security price movements accord with the 
following pattern: first, rising debenture prices; second, 
slackening in the rise in debenture prices, preference share 
ptices rising sharply, and ordinary' share prices brighten- 
ing somewhat ; third, sharp and continuing rises in ordinary 
slwrc prices while prices of prior stocks almost cease to be 
alTectcd bv tisc vield exnectalion factor. If the trade revival 
is at llie outset c-xpected to go far the first and second 
periods vrill quickly p.oss; but if expectations change 
gradually and c.wtiously the e.trlicf periods will he mote 
prolonged, 

Tlic reader tnay reverse the argument to apply it to the 
effect of developing fcan; of tr.‘de reccr.-vsion. Ordin.ary 
1 h.wt suffer fin-t and most, then the prior stocl;s in inverse 
ottkt of priority, 

So far all k complete Iv rationak 1\*c have found .ample 
cause for div'ergent movements of the prices of n.-curiths 
of our fourcla^SiW, Ihn 1 iHlfct-c I arn right in juiving that 


s ) tar no n«vr prohic.ms of policy ari'c 
on the f.um at it, no inrrr.wc itt stock 


, There nerd he, 
jparkt! activiiv-- 


though thifc would Iw if 
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opitn'm of fhc future st.Jtc of 
'rhe p.^-H c . a r e .s i m ply a tlj u s t ed 
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lo the change in yield expectations. While, as a result of 
banking operations, prices of government bonds may have 
been going down, prices of industrial securities and parti- 
cularly of the ordinaiy- shares may have been rising sharply 
—or vice versa. There is one serious problem which we 
have already faced; since the industrial security prices 
will be those directly affecting the marketability of new 
industrial securities, the industrialist may be able to raise 
new capital with increasing ease despite the depressing 
influence of the rate of interest factor. Accordingly the 
banking system must force the rate of interest up a long 
way before trade is seriously retarded, if trade improve- 
ment is expected. This is simply a reformulation of the 
shortcomings of the banking system’s rate of interest policy 
discussed in Chapter VI. 

But further difficulties are alleged to arise because the 
rational movements of security prices arc accentuated by 
the irrationality of the investing and speculative public. 
The root of the matter is our inability to resist infection by 
those waves of optimism and pessimism that have played 
so large a part in the theory of industrial fluctuations. 
When industry is depressed it is difficult to take other tlian 
a gloomy view of the future prospects. When industry is 
booming we look ahead through rose-coloured spectacles. 
Our wllingness to bear uncertainty varies directly witli 
the prosperity of the country'. An identical prospect is 
much more highly valued in boom than in depression. The 
consequence is that, as expectations of trade revival in- 
crease and are realized, there are divergent movements in 
security prices beyond those w'e have already discussed: 
the prices of the more risk)' securities rise relatively to the 
prices of the less risky securities. This is apparent in the 
divergent behaviour of the prices of our four classes of 
securities. Place them in ascending order of riskiness: 
govemi^nt bonds, debentures, preference shares, ordinaiy' 
s sres. Thenthe irrationaiity which distorts our valuations 
pro uces in a revival a rt.ndency for the prices of securities 
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ttf t!ny cb-'-? ri^c rc1?.th'cly to prices of those in cla'^scs 
placed earlier in the series, and to fall relatively to prices 
of classes placed later in the series. And contrariwise in 
a E-iump. Xor is this nil. Within each of onr classes of 
Indtsstria! securities there arc the sectirities of diverse com- 
panies —good, had, and indificrent, cautious, venturesome 
and msh, spotless, reputable and sfiady. And ivhat is true 
of our four orij’inal classes of sccurilici; is true of the cross- 
dassihcittion we are now suo^C’Sting. If we arrant:e 
companies in ascending order of rashness, we find tlic irra- 
tionality of the investing and speculative public producing 
a tendency in t nidc revival for the prices of securities of the 
rasiter and shadier ventures to rise relatively to the prices 
of the more cautious and reputable companies' shares. 

]'V>r these reasons the range of prices of ordinary shares 
between boom and slump is cnormous-'-far greater than 
it would he on any rational basi.s. .And secondly the prices 
of securities of rash ventures ri.se to irrational heights in 
boom , tind %'ice ven-'a. Thesr? exaggerated movements show 
themselves in the extremes of stock market behaviour; in- 
deed they are accentuated by the ease of speculating In the 
stock markets, 'I'hc extremes of hull speculation on tlie 
Stnek Hxdtangc in a boom may be alleged as a source of 
difiinilty for the banking authorities on two cloudy con- 
nected, accounts. Firstly, borrmving of money by the 'hulls’ 
leads to an extreme rise in short-term rates of interest in 


llm financial centre, tirawing inti>.<;peailative markets funds 
which are needed by ‘kgttimate. trade and industr)’. 
Secondly, the rcl.ttivc c:Be of floating rash ventures stimu- 
l.i'tr.- file dirertion of an unduly large proportion of national 
rr'-''!urcea into venture-- of that das-;. 'Fhese two problems 
might concif ivably he interpreted -as two aspects of the 
jantc londamvntal proldcm; but as tu-ualiy uiukTStood the 
probk-rns arc in fact nmut dsfrerent. 'Hie first deals with 
tf jc complete of money from use in the wnplfjy- 

snrnt of real rw-'otrevs. There, ond deals with the ditniv'^n 


tg inonev I rum sere tide ostA for r Kumntts to sillv u .rs for 
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resources. T/ie first alleged problem I believe to be almost 
wholly illusor)^ and the next section of this chapter will 
expose the fallacy I believe to be at the root of the matter. 
The second problem I believe to be far more real and to 
be a serious problem for a capitalist socict}’’, and to a dis- 
cussion of it the last section of this chapter will be devoted. 


II. The Alleged Absorption of Money by the Stock 
Mmkets 

The alleged absorption of money by the stock markets 
occurs because on a rapidly rising market it pays ‘bulls’ to 
borrow money for speculative purchases at very' liigh rates 
mterest, the rapid capital appreciation being e.xpectcd to 
coverthe high cost of borrowing. The argument therefore 
epends at root upon the ‘bulls’ needing to borrosv. Hence 
the far greater prominence of the problem in Ne v Y^r? 
where the settlements are daily, than in Lonln when; 
the speculative markets used in the inter-war period to 

Indeed one cannot Wp 
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andSed fa faflat county-, 
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country’s complaint— tL f ° burden of the 

the smaU trade? felt thano^^h?^-"^’ manufacturer, and 
put to ‘sound’ use in thp which they could 

duction to make useful tEi’ ^^P^°I'ment of factors of pro- 
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The Wof Spubhe ^";^-^ New York. 

to make the Federal sufficient 

boom by forcing interest rat^ loath to damp the 

thought desirable. ^ ^ many experts 

The existence of certain relatively -depressed areas’ in 
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tho UnitedSlau^lhrouphout {jleps.'rioti^^ndthcprcv.^!cnc:f 
fJf this belief that the bloodstream of the body economic 
was bcinq dammed up in the heart tended to blind many 
people, both in the United States and elsewhere, to the fact 
that Atncrica was involved in a violently inflationary Imom. 
Sidwccjvjeni events have altered views, and it has become 
plain that the drain of funds into Wall Street did not in- 
volve the starvation of ‘legitimate trade and industry-h On 
the contrary, there is every' indication that ‘legitimate trade 
and industry'’ found it too easy to obtain capital.' How' 
is it that the drain of funds to the financial centre docs 
not imply inadequate funds for the more fundamental 
.'jctivitie.s ? 

'Fhe answer is that whenever ntoncy is spent by a specu- 
lator in the purchase of a security some one else, selling 
the security, receives money. A purchase implies a sale. 
Money coming in tlirough the hands of ‘bulls' becomes 
money going out through the sellers of securities. Tliat is 
not quite the whole truth. Itmaybc argued that the greater 
volume of transactions in the stock market ncce.ssitatcs the 
holding of larger average balances, just as the enlargement 
of the national income in a period of expanding trade 
nece's.siiatcs an expansion in the total of ewh deposits and 
circulating cash. To some extent this is tlie case, for 
brokers and moncy'-de.alers in the call money-market may 
w.mt to hold rather higher average balances when the 
tumover hccomc's much bigger. Banks, where there are 
many of them, may tliink it ncccss.ar\' to hold rather larger 
reserves to meet adverse clcanng-houce balances. 
But experience shotvs th.at the financial institutions can, 
in f.ui, thanks to their g^*ogn!phica1 conauntration .'ind the 
Idghly developed dvarlng arrangemenU:, cope uith an 
etUffnwindv inert-awd turnover with verv* little incrca^'c 

j ■» 
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in balances. To the extent that tliey do need increased 
balances the money flowing to the financial centreXs 

passed on by the 
rs in the market to the sellers of securities These 
^curities are hkely to be in the first place old securities 
The sellers of them, if they distrust the boom develoD ' 
ment, might conceivably hold the nrocppHc oc q • ^ 

change hands many times at t 

holders of old securities f "^“st original 

to the ‘bulls’ ivhrare 

attractions of new securities money, by the 

fact, new securities will bp market. In 

For the rising S of f ^"’^tints. 

entrepreneurs to mSket nL L for 

to finance their capital develon^^^^^^ ^ 

of new stocks and^ shares the issuing 

moment the easiest wav of the 

If bullishness is the prevailing capital for any purpose, 
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pfcr3fur,> to extend tlicir capital developments (ihoiiuh to 
a very limited extent they may use the proceeds simply to 
pay otT Irtnk loans). The proceeds of the ntnv issues there- 
fore become Cash Deposits to be disposed by entrepreneurs 
on the purchase of raw materials, labour, &c., to be cm- 
pIo}t‘d in capital construction. The money hvirhclrawn’ 
from use by indtisirs' and trade for slock market spccula- 
tiojt is poured back by the stock market into the ‘pm- 
ductivc’ channels. Except to the trifling extent that the 
financial markets do need larger balance's to cope with 
their increased turnover, the absorption of money by the 
stock market is illuson,'.’ 

Tin's conclusion Is, of course, subject to the various con- 
ditions with which the preceding paragraphs are hedged 
about. But I believe that the rcscr\*ations arc no serious 
qualification to the conclusion when the situation under 
review i.s otiC of tho.se extreme spcadativc booms which 
alone evoke serious protests that money is being drained 
frosn th.c channels of industry and trade. 

III. The Danger of Misxisv of Real Rrsourea 

We now turn to the more serious problem raised by the 
encouragement which a specu!ati\‘e Stock Exchange boom 
gives to the misuse of rc.al resources. We have seen iiow 
developing optitnism, by increasing the publscV' v.‘illing- 
nc.«s to bear uncertainty, puts a premium on the r.ashcr 
vcnttires and the ventures of shadier firms. Following the 
analy^i^ of the previous section we can ttssume that the 
njoney that passes into the stock rn.irkct passes out into 
the nr.v is*ue market, and we can Jtow proceed on the 
as^-umption that as the boom develops a greater and greater 
share of this stream gets into the ha.nds of rasher atul 
shadier c'vmpany promoters. These bisstncss men secure 
ronirol of real resource^;. The disadvantages to society arc 

f W“| -!;'!>» if. in- ! fe. s-^rr, hy '*> K”! 

nh n rieh, i*. sJm? |vin '•5 tF*' t"*?! b' of n-A-iry k- n? 

1 f". rrsKiieri-ns, It-. Kvh -.■'t -d * r *• -iVr 
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two. In so far as resources go to unduly jw/; ventures 
there is bound to he a great wjuste of real rfc'ource.s in 
capital developments which prove to be useless. Society’s 
savings are wasted. Secondly, in so far n:; resources go to 
fraudulent company promoters, society's savings arc likely 
to be squandered on riotous living by the company pro- 
moters, In both these cases there i.s a direct economic lo.ss 
quite apart from the social evils of the individual investor’s 
losses and the prosperity of sinners. 

Use of real resources in these ways necc.^s.arily involves 
some abstraction of resources from the ‘sounder’ ventures 
of ‘legitimate trade and sndustiy’. The mechanism of 
diversion of resources appears in the stock markets in this 
way: as the public preference; shift in favour of the riskier 
ventures the prices of securities issued by tlic more con- 
scrv’ativc companies do not rise so fast. If they want to 
borrow they have to pay higher rates to conipete with these 
otlier outlets for money. Tlie diihculty is, directly, only 
aggravated by the banking sy.sicm forcing dearer and 
dearer money on the market. For, wln'le Jiighcr interest 
rates may act as a serious deterrent to the more cautious 
entrepreneurs, the wilder companies, once tlie public 
appetite for their securities is sharp, may well be undis- 
turbed by a rise of i or 2 per cent, in the cfTectivc 
interest rate. When the banking system follow.s such a 
policy, or even if it is purely passive in allowing increasing 
activity to draw interest rates upward, there arc bound to 
appear justifiable complaints that unhc.ali}u’ speculative 
developments are preventing sound concerns from obtain- 
ing the financial (and so ultimately the real) resources they 
need. Once the boom is well under way it is difficult to 
see how tlie banking system can, by its ordinarj' weapons 
of credit contraction and dear monev, make any tolerable 
efforts to stop the waste of resources. 

What the banks can sometimes do, and what has oc- 
casionally been attempted, is to supplement the orthodox 
banking weapons by the weapon of discriminating credit 
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tathmnp^} Hy rcfusuig absolutely to lend 10 people who 
are cngtificd in highly speculative ventures, and by refusing 
trt lend or nitioning loans to stock market speculatos^, some- 
thing can i>e done. This weapon has its limits— especially 
in the possibility that money nominally lent for one purpose 
may he diverted by borrowers to the other purposes upon 
which the banks are frowning. One might even, if a policy 
of credit rationing were continued for long, find a ‘black 
marhet* in loans developing. But for a short period a policy 
of discriminating credit rationing by the banks may be 
effective; and a short period of it may be sufficient to 
cht'ck the unhealthy speculation. 

It may be asked, what interest have tlic banks as com- 
mercial institutions in doing this for the sake of the eco- 
nomic health of the country? The answer is that an 

« 

unhealthy speculative boom is bound to lead sooner or 
later to a crash, and a crash to a more or less prolonged 
slump, in wliich even tlie soundest borrowers from the 
banks ^vill be affected. Banks liavc an interest in brisk 
trade at the moment hut thev also have an interest in 
avoiding a future situation in which bad debts become the 
rule. We must rely on the far-sightedness of commercial 
batiks to do what little they can to check the wilder dcvclop- 
inrnt.^ of a boom. Even so, the problem remains one of the 
most serious difficulties confronting a capitalist system. 

*rherc is, of course, an analogous situation when univer- 
s.tl pessimism, in a slump, causes the investing and specu- 
lating public to be inordinately waty. Then the rasher 
vciiiurci? arc definitely at a discount. This has some dis- 
advantage in that certain more enteq>rising new develop- 
ments will not get so fair a ch.ance, and tlic rate of economic 
suffers accordingly. But there is in thi.s case no 
«|uwair>u mdk'rrstoii of resources — for resources arc under- 
employed all round, 'riie waste of unemployed resources 
in r? r lump can he largely a\a>ided by appropriate govern- 
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mental spendinp;. l'hat> of course, is fioing to cxajrrjcratc 
the normal depression tendency for the less cnteqirisinR 
business to attract most support. The rate of economic 
progress is hound to be slowed down by a slump. The 
banLs can do nothing to help in thb small paint. But in 
any ease the slump problem is not, from this aspect, any- 
thing like so serious as the problem which a speculative 
boom sets to the monetary authorities. Though Trade 
Cycle policy generally involves at least as many difficulties 
in slump as in boom, the panicular ))robletVis posed In- 
stock market behaviour arc, in practice, confined to tlw 
boom. 



CHAPTER KH 


GOVERNMENT FINANCIAT, POLICY AND 'HIE 
BANKING SYSTEM 


What is snid in tin's chapter is an nppHcUion «f the 
analysis wiiicli has already been developed ; but it is a very 
important application. For the Governineni is, in a modern 
coniinunity, much the bigffesi spender in llie market. 'Fhe 
proportion of (lie country’s final iric^)me wliici? is enjoyed 
in the form of government scr\'iccs is, in Britain to-day, 
perhaps one-fifth. In other advanced cotjntrie-s the frac- 
tion is not very different. Or to take anf>ther aspect, the 
Government is often muel) the biggest borrower in botli 
long- and short-term markets. Finally government opera- 
tions may he of great economic impotiancc i^ccausc the 
Government may subordinate the banking system to tijc 
satisfaction of its own pres5:ing needs. I'or these nntong 
other reasons the financial operations of tijc Government 
can affein banking openitions in the cotmtry in two ways 
-directly, hy the hanking system being u.^ed as a weapon 
of government finatice, and indirectly, by governiricnt 
openilion.s affecting economic activity generally and .so 
affecting the tnorc passive opcr.uions of the banking 
system. The following par.agr.'.phsdiscu.ssthe.^e two clas.se.s 
of effect. Here .as cl.^ewliere avc shall be thinking primarily 
in term.s of British government finance and British in- 
stitutions’, but the general principles are equally applicable 
to the condiliojts of other higldy developed cotnmutjilics. 
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tlic issue of government bonds to the investing public 
or Treasury Bills to the discount market there is open 
to it inflation through the banking system, Avliich makes 
the direct issue of government paper money unnecessary. 
This channel is opened by Ways and Means Advances by 
the Bank of England to the Treasury. Ways and Means 
Advances on a purely temporary basis are frequently 
used to overcome temporary discrepancies between 
government receipts and disbursements; but they can 
also be used systematically as a substitute for other 
government receipts. The situation is most likely to arise 
in time of war, and the central bank traditionally admits 
its obligation to make unlimited Ways and Means Ad- 
vances in time of war. 

In the Bank Return Ways and Means Advances are 
included in government securities in the Banking Depart- 
ment. When Ways and Means Advances are increased 
the amount thereof is automatically added to the item 
Public Deposits on the other side of the account. As the 
Government uses the Advances to pay the accounts of 
government contractors, the w'ages of its employees, &c., 
the Public Deposits go down and the Bankers’ Deposits go 
up, as shown in Chapter V. As the recipients of the 
Government’s payments pay their cheques into their own 
banks not only do Bankers’ Deposits rise (as the banks 
present the cheques through the Clearing House) but also 
the deposit liabilities of the commercial banks rise. The 
first step in the inflation of the supply of money is thus 
accomplished. If, as is sooner or later almost certain, the 
Government’s spending more than it is taking from the 
pockets of the public has the effect of raising prices and 
the volume of trade, the public will want to have some of 
the increase in the supply of money in the form of cash. 
To the ejrtent that the public withdraws cash, deposits 
and cash in the commercial banks and Bankers’ Deposits 
and Notes in the Bank of England are all reduced by the 
same amount, and no further inflation automatically follows, 
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But lu the extent that the new money remains in the fornt 
of hank deponits a secondary ‘multiple’ inflation follmv.s 
the initial inflation. 'Fhis is because tlic orimnal inflation 
hicrcases the casfi reserve^: of the commercial banks as 
much as it increases their dep<fsits-—lhctr cash nttio there- 
fore rising. Unnecessarily high ca.sh r.atios gtisnulalc the 
cnmmercl.ai hanks to acquire new earning -assets, ft i.s in 
the interests of tlie Government that those earning assets 
should be provided ns far as possible by itself. Assuming 
that the commercial banks do not want to di.sinrh their 
otiginal distribution of assets, they will sooner or later seek 
more bills, more outlets for money at short notice and for 
ordinan* advance's, and more invc.stmcnts, in the pre- 
determined ratios. By issuing Treasur)- Bills to tlic market 
and to the hanks’ tlic Government c.an secure the dis- 
posal of tiic new bank deposits which arc crc.atcd by 
the banks taking up more bills and lending more to the 
market to enable it to hold more bills. By i.^suing more of 
llie longer-term government bonds which the hanks arc 
vdlling to take up the Government ran, without disiuriung 
interest rates, secure the new deposits winch arise from 
the banks expanding tlieir investments. The utilisation of 
t!filin:iry bank advancc-s is more difficult. In the war of 
ipiq-tH the Government man.-tged to tap this source abo 
inditectly, by persuading the banks to persuade customers 
to btiv more government bonds on the undcrst.anding that 
the banks would by advances help those customers to meet 
the coniingcncit:.s f(?r wliich t.hey would otlscrwisc have 
lu’hl 


If the Gsn'ernmcni c.in arrange afhu'rs in thb wav i* is 
able to fcctirc the dispo?al ntit only of the money which 
ctnnvs into txistcfwc as the direct initial result of the Wax's 
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into existence 3S the initial increase of the cash basis leads 
to a multiple expansion in the supply of nrioney. As the 
Government spends the money the deposits, of course, 
come into the hands of members of the public, who then 
have the whole of the increase in the supply of money at 
their disposal. If they can be induced to use some of it 
(e.g. after saving part of their salaries as government ser- 
vants) to buy government bonds so much the better for 
the Treasury. Or some of the deposits may be dragged 
back into the Treasurj' by the taxation machine. 

Nor does the demand for more cash for circulation check 
the Government’s receipts as much as appears at first sight. 
The Government can itself create the cash. Under our 
present s} stem an inflation initiated by a great rise in Ways 
and Means Advances would soon lead to exhaustion of the 
unused Notes held in the Banking Department. These 
could be replenished (without any change in the Bank’s 
gold) in either or both of two ways. The Government 
could issue notes of its o\to, declaring tliem legal tender. 
These notes need not be issued directly to the public but 
through the banks, the Government supplying them to 
the Bank as required. The Bank ould, of course, credit 
the amount sent by the Government to Public Deposits 
— the Government thus securing the disposal of bank 
deposits to the amount of the notes it printed. That in- 
crease in Public Deposits, as it is used, is transferred to 
Bankers’ Deposits and the banks thus obtain the extra cash 
to meet circulation needs. This was the method used in 
the war of 1914-18. Alternatively the Government may 
authorize an increase in the Fiduciary Issue, as it did many 
times during the war of 1939-45. The Bank of England 
then Itself produces the required new notes; but the pro- 
cess involves the Issue Department in taking up fresh 
securities to the amount of the new notes. 
The Treasuty is thus able to secure a corresponding addi- 
tion to Public Deposits (by selling, say, Treasury^ Bills to 
the Bank) u ip the same results as in the other case. Which 



iXFLATSOX THROUGH BAN'KING SVSTHM 277 

tjf tlsci^e two methods of providing increase! c,i<h is 
«M'd is of no fundamental importance. The choice b 
likely to he decided by expectations of the puhlicb psyeho- 
loj^icd reaction to either course, or (a.s in 1914) by pure 
accident. 

We have sugaested above wav.s in which the Govern- 
ment, by astute arninccment of its finances, can secure the 
maximiun receipts directly and indirectly from an initial 
iiKTCiisc in Way.s and Means Advances. The more it can 
lap the multiple increase in money supplies which follows 
the increase in the cash basis, the more productive is the 
complete openttion to the Treasury. It i.s conceivable, in 
Engli.sh conditions, that an initial Ways and ^ leans Advxmcc 
of £10 millions will ultimately enable the Government to 
borrow well over a hundred millions without putting any 
strain on interest rates. But in practice it is impor«sihlc for 
even the most a.stutc Treasuiy* to divert to itself the entire 
increase in the supply of money. For the cnonnous in- 
crca.se in government spending will have evoked the inic 
inflationaty' phenomena of ri.sing price.s and expanding 
activity. 'Fliis will have the tisual effect of causing increased 
oiTcrs to tiic hank.s of attractive assets — the outlets for bank 
advances in particular will be expanding. Indeed, prcstuirc 
on the banks for more advances may appear at a very early 
stage, in that grovrnmcni contractors, whose business the 
banks dare not hinder, may be wanting more working 
capSt.ll before the government inflation itself appears (for 
it appears only as the contractors arc paid).* A.s the demand 
of industry for cash deposits increases, the proportion of 
the total increase in deposits which the Trc.asury can attract 
to it'^elf dedinc<^, h is true that the gre.iter the innationary 
devrlfipmcnts the easier it may he for the 'rrr.isory 
rvcntu.iUy to exact heavy taxes on profits, but that 

niirsff*!'! T»i 'A iriOfh Uu-r ittnrr,- 
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The whole business works in either a virtuous circle or 
a vicious circle for the Treasury. The more prices are 
rising the more it needs, but the less completely can it 
secure the disposal of the increase in the supply of money. 
To meet its needs it must obtain more and more Ways and 
Means Advances and originate more and more bank in- 
flation. But if the typical inflationary phenomena of rising 
prices and booming trade do not appear Treasury needs 
do not expand so rapidly, while the Treasury meets with 
less competition in its attempts to attract to itself the supply 
of new bank money. From the point of view of the arrang- 
ing to meet its own financial needs it is in the interest of the 
Treasury to restrict inflationary developments. Yet it is 
responsible for the initial inflation, and the more inflation- 
ary the situation becomes the more it will have to inflate. 

II. Government Inflation and the Employment of 
Resources 

At the conclusion of the previous section we noticed how 
the financial problems faced by a government in war-time 
— or at any other time when its needs are outrunning its 
more orthodox resources — are solved more easily the less 
the government mflation has inflationary effects. But these 
financial problems are only financial manifestations of the 
problem of meeting the real cost of running a war. The 
Government wants the money in order to secure real 
resources. The less other people seek control of real 
resources the more easily can the Government secure the 
amount of real resources it wants. Under the stress of 
war it 7 nust have the real resources, and must, resort to 
inflationary finance in a degree sufficient to attract the 
resources it can attract in no other way. If it can resort to 
other measures (such as rationing of goods) to prevent 
other buyers competing for resources then its financial 
eased : less inflation will be necessary. 

Tms w^ recognized in Britain in the war of 1914-18 
an found its expression in a number of measures, of 
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whicli two in particular arc worthy of note here. Fir^t, 
the Treason* restricted private lonu-tcrm canital issuer 
in laindon. This could be edesved ns a direct tnethod of 
faciHiatinit the issue of government bonds withotit forcing 
up interest rates as much as would otherwise have been 
necessary'. The same step viewed from a dilTcrent andc 
may be described .as a measure to prevent people securing 
the means of competing with the Government for the pre- 
sent supply of real resources. Second, in order to leave the 
banks with no incentive to encourage the borrowing of 
funds for less urgent purpo.'^es, it was arranged that the 
commercial banks could at any time deposit surplus cash 
rescrii'es at the Bank of England, receiving substantial in- 
terest payments (varying, I bcliexx*, round about 4^ per 
cent, per annum) on those balances. This measjire can he 
described, ns were similar measures in pre-t9i4 days, as 
a measure to keep Bank Rate effective in the face of the 
rapid growth of Ways and Mean.s Advance,s. 7 'hc Govern- 
ment tried to appropriate all it could of the increa,s(: in the 
supply of money which occurred, hut it was detennined 
that it.s failure to appropriate all should not enable com- 
petitors for real resources to obtain hank .ad\'ances at un- 
duly fnvountble rates. The offer of 4^ per cent, or .so on 
surplus i)a!anccs at the Bank of England did nothing to 
discuisnige the banks from lending to non-govenuneat 
borrowers at 6 or 7 per cent.; but it did discourage lending 
at lowtT nitcs. Numerous other non-b.anking mtwsure.s 


tvert; t.aken with the Svamc object of checking competition 
for rc.d rt'sourccs; Imt a .study of them would take {1=; far 
afield into the political economy of war. 'Fhe point that 
i< relevant for us here is the uct tir.u bv its hrumcial and 


c-'pcd.tlly by its other mcastjrcs tending to restrict com- 
petition for rfe-ourccf the Government did prevent expan- 
sion of t!iec:iri5 Ivjsis from Iming all the infiationarv eifect*' 


it might haw inuL 
thi* indationarx' sit 


Whn wa^ really isnportant in cao.ri 
nation of rbing priw^, fee., wa^ not 


the fir'.t in-ua.nce the exf>;m«ion of the ea'^h b.rst-. birt tht 
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expansion of government spending.^ Increasing demands 
from traders for more bank credit had their origin not in 
any cheapening of credit following excess bank reserves 
but in the economic activity stimulated by the great in- 
crease in government expenditure. The fact that the 
government activities were financed partly by the creation 
of cash, of course, allowed the inflationary movement to go 
far without any scarcity of money appearing; but the initial 
impetus clearly came from government spending and not 
from expansion in the supply of money.^ 

This conclusion has important implications for Trade 
Cycle policy. We may usefully notice the contrast between 
the rapidity of recovery, the pace at which prices rose after 
August 1914 on the one hand and on the other hand the 
painful slowness of the recovery in this country in 193 1-5 
— a recovery the main ofiicial stimulus to which was 
a cheap money policy. Certainly government spending 
seems a far more efficient weapon than cheap money in 
producing recovery. Why this should be so has already 
been indicated in Chapter VI. The moral is sometimes 
formulated in a most discomforting way: it has been said 
recently that we seem to enjoy the experience of booming 
trade only when we are waging war or preparing for war. 
The fact is that, given nineteenth-century notions of ‘sound 
government finance’, war and enormously expensive arma- 
ments races are the only conditions in which governments 
can be induced to depart far from the traditional policy of 
balanced budgets. Following that traditional policy the 
Government s response to the decline of revenue in a 
slump h^ always been to cut expenditure ruthlessly— so 
the situation. As prosperity increases, expen- 


jted a real shortage of supply. The price of sugar was doubled before 


financial policy differed from that in the earlier. 

levels in the later war, 

TTiPnt reUance was placed on direct control of capital move- 

ments and of many other transactions. 



fNFi.vnox Axn n^pLo^'^5^^:T or jsst 

on current account and on capital accotsn* is 
allowed to risc'-sc) exagecrating tlic infintionarj’ situation. 
As the bjL'ticst buyer in the market for real resources tbr 
( jovernrnent has always ag^nix'ated the cwclleal movements 
of tnule. 

But if the Government chooses to increase its expendi- 
ture at the moment when private expenditure on capital 
development i.s beginning to decline the slump may be 
modenitcd, even if not prevented. Jncrtaised government 
demand for real resources at the moment when other 
demands arc declining wall keep the volume of employ- 
ment more even. Similarly, decreased government spend- 
ing in the boom would mean a lessening of competition 
for resmircc.s at a time when the latter were already fully 
employed - -and so the rise in prices would be moderated. 
Experience of war-time inflation used sometimes to be 
quoted as an example of what manipulation of the ca.sh 
basis could do to moderate the Trade Cycle; but the true 
lesson of war-time experience wa.s rather to show what 
could be done by manipulating the Government’s expen- 
diture. 

Or rather govemmenl expenditure rcl.ttivciy to the 
economies it is inducing members of the public to make. 
Government expendittire does nothing to add to the 
demand for real resources if it is associated with such 
taxation or other measures as will induce individuals to 
reduce in like degree their ow*n demands for real resources. 
We have already seen how this was recognired in \%.ir-time, 
v.-hen the (Joverrirnont re>trirtc<! the money it nee tied for 
buying :t given amount of real resourcoi by re--trairiinJ: 
in<h\ idmd demands for real resources. In ptsacc-time airo, 
pariind.tr sn'*titutian«^ - -whether governmental or oificr- • 
m.iy tcful to srimubue ■taring as the vnlumt of productive 
activity' inerta-'r-, and to the extent that faring if inctc.vtd 
the volume of private txtpiul development, or of public 
work:, or of defence works, can he increased without 
gi-neratins: inft.ttsonary condition. In the rearmaint/u 
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the tcnehing atid the career of the late Lord Kcvries, and 
it has been well said* that 'after Keynes there can be no 
repetition of the hysteria and idiocy of the slump period 
which sought to combat depression i)y cutting down 
spendisig’. 

’ By the editor of litc llanhcr, in his obituary notice of I^rd Keynes, 
May 1946. 



CHAPTER XllI 

BANKING IN THE NEW COUNTRIES 

I. The Significant Peadiariiies of Nexcer Banking Systems 

Through most of this book the problems and their solu- 
tions have been generally stated in terms which apply 
directly to the highly developed banking systems either 
of the English type or of the American type. I would 
emphasize once more that this preoccupation with 
English and American conditions reflects no notion that 
those conditions are the ideals from which those of other 
countries show unfortunate aberrations. Rather our 
special concern with English and American banking is 
based first, on the fact that those conditions are likely 
to be of most direct interest to the majority of readers 
of a book written in English, and second, on tlie fact that 
the systems of other countries do appear to be developing 
along similar lines — indeed, they are frequently being 
forced to develop along similar lines. Ne^'ertheless, there 
are problems peculiar to other systems that arc important 
to those countries and are also worth studying for the sake 
of the light they throw on the general principles of bank- 
ing. The countries to which we shall refer in examples 
will generally be India, Canada, Australia, and South 
Africa; but the vatying conditions in those countries have 
their counterparts in the South American republics, in 
Japan, ^d in many of the minor countries of Europe. 

The important peculiarities distinguishing these bank- 
ing systems from the more highly developed systems are 
three in number: (r) the banking habit may be little 
developed and banking offices be few and far between; 
(2) there may be no short money market, or no satisfactorj' 
short money market ; and (3) central banking may not yet 
be effectively established. It should not be thought that 
all these three conditions are to be found in each one of 
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II. Central Banking in the absence of a Short Money 
Market 

First there is the problem of central banking technique 
in a country which is covered by a network of modern 
commercial banks, the banking habit being assumed wide- 
spread. Of such a country Canada is the leading example ; 
but in Australia and in South Africa conditions in some 
ways approach it. It is easy enough to subject the commer- 
cial banks to the behaviour of the central bank’s assets. To 
effect this three steps are usually taken : (i) the note-issuing 
powers of the commercial banks are either abolished or 
severely restricted; (2) the commercial banks are required 
to maintain at the central bank balances bearing a certain 
relation to their deposit liabilities to the public; arid (3) 
the central bank is constituted lender of last resort. Of 
these tliree steps the third and the less radical form of the 
first are absolutely necessary. The second and the more 
stringent form of the first are advantageous in that they 
help to provide the central bank with an income: for 
purposes of control they are mere embroideries. The con- 
stitution of the bank as lender of last resort is fundamental 
in that it removes from the commercial banks all responsi- 
bility for providing resen^es against an abnormal loss of 
cash. The commercial banks can then be relied upon to 
minimize consistently their cash reserves in order to maxi- 
mize their profits.* The plan of obliging them to hold 
certain minimum-ratio balances at the central bank, apart 
from the advantage noted above, merely serves to give 
point to this expectation that their reserves will bear a con- 
stant ratio to their deposit liabilities. Restriction of their 
note-issumg rights prevents them from adding to their 
cash by printing more notes. [Vv'^e assume that there is no 
right of free coinage in the countr)’^; if there is, a stable 
oreign exchange policy is implicit. The embarrassments 
01 the central bank which follow from the right of free 

‘ .‘Subject to t)>e reservations explained in earlier chapters. 
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coinage are identical with those which, we shall find below, 
arc implicit in any predetermined foreign exchange policy 
Ixiing followed.] 

In advanced financial centres we are apt to assume that 
that is the end of the matter. For if the volume of bank 
deposits is subject to the central bank’s assets the central 
b.nnk can make the supply of bank deposits (and so short- 
term interest rates) wbat it likes simply by manipulating 
its assets. But in these other countries the manipulation 
of a central bank’s assets is by no means such a sitnple 
matter. Given the absence of a good bill market (the 
presence of which is what makes control so easy in London), 
the central bank’s assets will ordinarily be government 
securities, foreign exchange, gold, and perhaps loans to the 
commercial banks. If the last item does regularly show 
.stibstantial indebtedness of the commercial banks all is 
well, for the central bank can impose whatever interest rate 
it chooses for those loans, and so influence the willingness 
of the commercial banks to lend to the public. It controls, 
that is to say, the basic short-term interest rates — ^^^vhich is 
all the Bank of England does. But in fact when a central 
bank is superimposed on an established banking s 5 ^stcm it 
is not e.n.sy at an early date to Iciid the commercial banks 
into indebtedness to the central bank, and such indebted- 
ness appears to be rare in fact. Apart from that immediate 
consideration there are bound to be periods — and often 
those periods when the central bank is most anxious to 
exercise control—wlien the foreign exchange situation 
leads to the commercial banks’ indebtedness to the central 
bank disappextring. 

In its holding of gov'crnmcnt securities, however, the 
ccntr.il bank is not passive— its holding depends on the 
amount it has chosen to acquire. 7'ijcre is some possibility 
that the new central banks of the world will be able to 
control the cash basis partly by manipulating their hold- 
ings of go'/ernment securities. But there is a substanti.a! 
difncuUy which severely limits the utility of the weapon. 
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The stock markets of these countries, though modelled on 
the great exchange of London and New \ork, arc, of 
course, vastly more limited in their capacity for completing 
big deals. It is easy enough to suggest that the Common- 
wealth Bank of Australia, for example, could reduce the 
cash basis by selling government bonds in Melbourne; but 
given the size of the Melbourne market any very' big sales 
would lead to the closure of the Stock Exchange — because 
buyers would not ordinarily be fortlicoming to take up 
huge amounts at short notice. The same applies to the 
opposite process of big purchases — or attempts at pur- 
chase — ^by the central bank. And even when the trans- 
actions could be completed it would only be at the cost of 
enormous variations in prices of the securities. These 
security price TOriations might be counted an advantage in 
that the central bank would be exercising direct influence 
on the long-term rate of interest. But the Government 
might fear the reactions of public opinion, the stimulus to 
speculation, and the possibility of the investment outlet 
for government bonds being permanently narrowed by 
the spectacle of enormous price variations. And the central 
bank would have to run risks of substantial losses resulting 
from price variations of assets it may wish to sell at any 
time. The more the central bank tries to avoid creating big 
price variations by varying the securities it deals in (perhaps 
even spreading its net to catch industrial debentures!) the 
fa^er it is running into risks of loss. A central bank 
might conceivably be encouraged to do this, the Gov'cm- 
ment bearing all losses; but it is most unlikely. In spite 
of these difficulties the Bank of Canada has developed suc- 
cessfully its operations in the securities market. Canadian 
debt policy has been on the whole favourable to these 
developments, and might not alway-s be so, but the success 

h^ been striking enough to w'arrant imitation else- 
where. 

While internal open market operations are restricted, 
the central bank is confined to regulating the cash basis 
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hr hs operations in gold and foreign cxcliange. A crniral 
bank always deals in either gold or foreign exchange hc- 
cnise the holding of a reserve of gold and.or foreign 
exchange is gcncndly (and rightly) held to he a dtny of 
the central bank. In considering the effects of these opera- 
tions \vc will, for the sake of brevity, talk only of gold. 
Whether the central hank docs or does not choose to turn 
the foreign balances it acquires into gold does not atlcct 
the internal situ.aiion.' Xotv there are two extreme possi- 
hilitics. Eitiicr the central hank will consider the price of 
gold (foreign exchange nitc) fixed and will buy and sell 
gold at that fixed rate — that is the gold standard condition : 
or it mav fix the amount of home currenev it is willing to 

V ¥ 

.supply and allow the gold price (foreign exchange rate) to 
be adjiLsted to clear the market. In the fonner ca.se the 
amount of home cash it creates !>y purchase of gold (or 
the nmnunl it tlcstroys by the sale of gold) is absolutely 
dependent on tlic international balance of payments — the 
ccntml hank lias no control at all. In this c.isc it is a matter 
of indifference ivlietlier the cciiiml bank alone can monetize 
gold or there is riglit of free coinage — in cither tvuui the 
supply of cash is fixed independently of the central bank’s 
wishes. We may say th.nt it is desirable that the central 
bank should in fat years accumulate a gold reserx’c against 
the drain winch is sure to come in lean year.s, when tlie 
balance of trade is unfavourable, Hut if the central bank is 
automatically to create txish as it receives the gold, the gold 
might just as well have gone to tlie commercial banks, 'fiic 
existence of a Cential b.ink docs nothing to help.' 
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Of these tu'o extremes the latter is not one that could 
be tolerated as a regular system. It is unthinkable that a 
country having such an appropriate institution as the 
central bank should allow the foreign exchange rates to 
move up and down 'w’ith complete freedom from inter- 
vention. However strongly opposition to the gold standard 
is argued, the case for some intervention to steady foreign 
exchange movements is imshaken. Yet once the central 
bank is prepared to intervene, it forswears some of its 
active control of the cash basis. For it can only intervene 
(abstracting from the possibility of exchange restrictions) 
by offering home currency in return for foreign currency, 
or by offering foreign currencj' for home currency. Once 
it does so inteix'ene the cash basis of the banking system 
becomes subject to the excess of supply of over demand for 
(or vice versa) home currency in exchange for foreign 
currency at the rate at which the central bank decides to 
hold the market. The gold standard case (which, after all, 
is quite a common case) is simply the extreme case in 
which the central bank holds the foreign exchange rate 
(gold price) fixed by absorbing all excess supply of foreign 
exchange or of home currency at that rate. But whether 
that extreme position is adopted or not, it is inconceivable 
that a central bank should do otherwase than allow the 
volume of cash created by absorption of gold or foreign 
exchange to be determined by its foreign exchange policy. 

Were variations in the balances of payments of these 
countries generally small this argument would not be of 
much account. But the opposite is in fact almost xiniver- 
sally true. The countries we are considering are in general 
producers for export of a few primary commodities — either 
minerals or agricultural products or both. The total value 
of the exports of any one of these countries is, therefore, 
subject to extreme variations, thanks to crop variations 
depending on weather conditions, the exceptionally great 

resort some of the stronser banks may take a long view and add to 
their ratio of gold to deposits in favourable years. 
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prkfr rangt'S ^\}\ich nppiy to nearly all primary commodi- 
ties, and to the lack of diversity in their exports makint: a 
collapse in a single market a catisc of great disttirhance ttt 
the total balance of trade. This variability of exports 
''upplcmented in its effect on the balance of payments by 
the tendency for long-term capitrsi ntnvements to be mure 
or less parallel (perhaps with some time-lag) t?) the nvne- 
mc-nis of exports. Prosperity of a country makes that 
countrj' more attractive to investors and the inflow of 
long-term capital therefore has a natural tendentw to hr 
coneentrateti in years of favourable balances of trade.* 
Given this c.xtremc %'anabtHty of the balance of inter- 
national payments an<l a dc.*,lrc to steady (even if not to 
.stabilize) the foreign c-xchantre rates, a ccntr.'d hank tnust 
be prepared to ab.^orh large amount.s of gold (or foreign 
exchange) in tlic fat yeans and part with them in the lean 
years. One of tlic advantages of having a central b.mk in 

such countries has .sometimes been stated ns thcdt'sirahiliiv 

¥ 

of having some institution wlsose duty it is to accumulate 
such a reserve against lean years — ‘a drought reserx'e’ a-* it 
has been appropriately called in Au.stralian disetj^sion.s. 
But given, s.iy, a gold standard law tlierc is no advantage 
in having a central bank to do it, tmltsi (hr rend a! hank 
can 'sterilize* (hr »ol(l by rcducimi its other asstts as rohl 
JitKcs in, and vice vers.a. We arc forced to the conclusiuit 
that, far frotn thinking of the central bank a'^ being able to 
manipulate the c.?>!} ha*5is by regulating its dealing.s in gold 
and forcigji exchange, puj'suli of its foreign exchange policy 
necessitates manipulation of its other a'^^cts. 


I’nforiunr.tely wc have already examined 
av^ct< and found tiuu the power of the centra! 


tho^c other 
b.mk to vary 
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them is likely in practice to be extremely restricted. We 
may now see how in time of prosperity it cannot be expected 
that the commercial banks will naturally be in debt to the 
central bank: for the favourable balance of payments will 
have led to the central bank absorbing gold, and the 
currency created in exchange will be used by the commer- 
cial banks to pay off their indebtedness to the central bank. 
Control of the situation by the central bank appears to be 
dependent on its power to offset gold movements, and the 
possibility of doing so by open market operations in the 
least analogous to the Anglo-American operations appears 
to be very slight. 

What, then, is the use of a central bank ? I believe that 
two important possibilities remain open even when a gold 
standard is being maintained; and when a gold standard 
is not maintained there is a further argument in support 
of the utility of a central bank. We have so far concerned 
ourselves purely with the possibility (but difficulty) of the 
central bank controlling the cash basis by open market 
operations of one kind and another. There remains open 
the possibility of securing a change in the composition of 
its liabilities. I am suggesting in fact that the central bank 
should be allowed to take advantage of its position as 
banker to the Government, If it cannot reduce its non- 
gold assets when gold is flowing in (or w'hcn for any reason 
it wants to contract the cash basis) it can restrict (or reduce) 
the cash basis by raising Public Deposits — the Govern- 
ment s balance. Government disbursements must fall 
short of government receipts. This caiuiot, of course, be 
done by the central bank on its own initiative — a serious 
limitation of its power. But it can be done with the co- 
operation of the Government — hence another argument 
for very close co-operation of the central bank and the 
Treasury. 

It must be ernphasized that these variations in Public 
Deposits must, if they are to be of anj’^ use, be produced 
by revenue surpluses and deficits and not in government 
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for ifs effect on the profitability of commercial banking 
(and its influence should generally tend to stabilize profits 
and so be acceptable) there is no possible objection to the 
central bank taking this course. It is accordingly a weapon 
which should always be placed in the hands of a central 
bank whose technique is circumscribed by the conditions 
we are assuming in this section. Given such power the 
central bank can perform useful functions which commer- 
cial banks cannot be expected to perform. 

All that is equally applicable to a gold standard and a 
non-gold standard countr}^ But if the country without a 
central bank is not on a gold standard the establishment of 
some special institution which would have some functions 
appropriate to a central bank is likely to come sooner or 
later. For in the absence of any such institution the com- 
mercial banks will normally, for the conduct of their own 
business, hold reserves of gold and/or foreign exchange 
and they will generally be the main dealers in the foreign 
exchange market. But sooner or later the Government, 
acting supposedly in the interests of business activity, is 
bound to take an interest in the foreign exchange situation 
and to seek eventually to regulate the foreign exchange 
rates. This cannot be done properly without the co-opera- 
tion of the commercial banks, and the latter may reasonably 
object to altering the foreign exchange rate at which they 
will deal in such a way as to impose great losses on them- 
selves, The Government, or a newly adapted institution, 
must then be prepared to step in and take over all foreign 
exchange reserves and take the entire responsibility for 
fixing the rate. This is what happened in New Zealand, 
for example, in the early nineteen-thirties, and events in 
Australia were much the same. Once this is realized the 
case for putting this rather specialized function of regulat- 

last resort should, in course of time, encourage banks to run down their 
local cash to a nummum; and if the central bank is given power to re- 
qmsition t e oreign assets of the conunercial banks, its control is reason- 
ably strong. 
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insj tlie foreign exchanges into the hand*: of a central hAxik 
becomes mucli clearer. When the connir}- i-; not on t'nc 
j^oid stand.ird the rase for c^l:^t>lishi^Jg .a Central hank tnay 
be ha«cd partly on this desirability of having some institn- 
tinn to regulate the foreign exchange vidue of the currency 
—aUv'.tys assuming that the authorities are sinwilling to 
leave the foreign exchange matket completely exptifcd to 
every wind that blows. 

I myself am inclined to stress the value of what may 
perhaps be called the ancillary functions of the centra! 
l>ank — acting a.s the tool of foreign cxch.uigc policy .intl 
adviser on that policy, advising the Government on the 
economic efiects of its financial policy, and co-operating 
in the regulation of the import and export of long-temt 
capital, 'riiese functions can be more ciTcctlvcly cxcrci'^ed 
if the central hank is govcrnctl by men who c.m tnc the 
arts of perstinsion. Persuasion can also help more directly, 
through the commercial banks. The central bank can in- 
fluence the economic situation by operation on the rate of 
interest; but this innuence works slowly and often hut 
feebly. In llie countries to which v.e are referring in thi'. 
chapter a succession of good export seasons sets up pouer- 
ful infujcncc;s promoting infiationary devcIopmcnt<*~-in- 
cojnes of export producers ri<e and all too frequently a 
feeling of increased pro?{>crity and confidence IcacK to a 
new gcfiero'^iiv in government cx'pencliiurc. In such an 
atmosphere the central hank can exercise a useful restraint 
if it can persuade the commercial banks to be exceptionally 
critical in their vicw.s of loan applicxitions; this may have 
much more influence than any mining of intc.^ot rati', 
More cfTctr'.ivc still would be action in rai«.ing the foreign 
exchange value of the currency, modemting the ti'** in 
incomes (in terms of home curs cncy] of expon p.nalmx:'. 
^lanipsilation of go\ cmmcni *ax.nion and cxptnJnurr exm 


exert much influence. The jnfl,stir,niry 

also he iTiftdvr.ued bv chedtint! an’, inflow of 
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forward these ends should be an important object of the 
central bank; and similarly it should strive for contrary 
developments as extremelj' important supplements to the 
expansive policy it should follow at other times, when 
extraneous causes have set up a deflationary^ movement. 

For these reasons I think it important that these new 
countries should not be satisfied with the mere estab-- 
lishment of central banks on the (somewhat inappropri- 
ate) English or American pattern. They should endow 
their central banks with appropriate powers (especially the 
power to vary cash ratios) to control the suppl)’^ of money. 
But they should go on to establish a network of machinery 
for monetary control — a network which will include the 
central bank as regulator of the supply of credit and of the 
foreign exchanges, a body for the regulation of overseas 
borrowing, and a Treasury' which pays regard to the 
general economic effects of budget policy. Australia has 
gone farthest along this road: Canada and South Africa 
have stillfarto go. The connexion ofbudget policy directly 
with the whole field of government activities, and the con- 
nexion of the other functions mentioned above with the 


general welfare of the people, make it impossible to foresee 
successful establishment of such monetary control without 
there arising all sorts of constitutional questions about 
their mutual relations and their subjection to popular con- 
trol. The solution of these constitutional questions must 
be contributed by the coming political generation if the 
theories of the economists are to be exploited to the full in 
these countries. 


III. Central Banking in a Primitive Banking System 
In the previous section we Avere concerned with the 
peculiar problems facing central banks Avhere there is a 
good system of commercial banking but no good short 
money market. We noAV proceed to the central banking 
problems peculiar to those countries which haA'e no Avell- 
developed network^of commercial banks. Much of Avhat 
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faid in tlic previous section, nnd especially the la-*! 
part, is applicable also to these more primitive countries. 
Indeed, much of the la,st pan is applirahle to all countries. 
But for the more primitive countries— Irfdia, China, and 
most parts of South America, for example —there are certain 
further considcration.s to which we now turn. 

The essential peculiarity which ciistinquishes these coun- 
tries from those we have already di.scussed is that they 
approach the extreme case of a central hank which lias no 
iTanking system to control. I'hc .*5upply of money is com- 
posetl mainly of cash — metallic currency, say. I'he in- 
fiuence of the central bank in the foreign exchange market 
then becomes perhap.s its most important function, for 
there alone will it be able to influence the supply of money. 
Hut there are, I believe, important ways in which the 
central bank can meet the peculiar conditions. It can 
provide or supplement the ordinan,' banking facilities of the 
country. Or it cjin merely encourage the development of 
an integrated commercial banking system. In exception- 
ally favourable conditions it may manage both to .supple- 
ment existing commercial banking and to ena^ur.nge its 
independent development, Proriston of ordinary banking 
facilities and encotiragcmeni of the growth of.in integrated 
commercial banking system sliouicl, however, gcncr.illy be 
re^’arded .as alternative policies. For while the first has .as 
its end a ss’stcm in which the centra! hank has direct control 
over the supply of bank money (sintx; all, or ,n sul>'^tanti;d 
part of all, bank deposits are it.s own liabilities), the aim of 
the st'cond ahernatsvc h the development of a .•system in 
which the central bank has only the indirect control which 
control of the cash basis gives. 

Agaiitst a centr.al b.mk policy of providing ordinary 
b.inking f.tcifities is all the force of the opinion that the 


central hmk should leave onlimn' cammerchi ba,nkh:n 
bu^int-N*; to ^tp.'5^ate institutions. But this notion is rJw.iys 
supported by arprornents which a<.'''nme that there are 
alrc.id) in exs^^-tcnce commercial banks covering at lv.'i~t a 
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large part of the field. There is, for instance, the argument 
that, as the commercial banks are obhged to keep balances 
at the central bank without earning interest on those 
balances, the central bank should not compete as a lender 
of funds with ordinary banks which have to go to some 
expense to obtain deposits. Such competition, if it is even 
suspected, is at once dubbed ‘unfair competition’ There 
is also the argument that, when the central bank acts as an 
ordinary banker to the public, transfers of money from a 
commercial bank’s customer to a central bank’s customer 
(or vice versa) disturb the supply of money. These argu- 
ments collapse entirely if there is no commercial bank in 
existence, and lose most of their force if the commercial 
banks cover only an insignificant part of the total field. 
But the former of these two arguments does imply a fur- 
ther proposition: that the development of independent 
commercial banking may be discouraged by central bank 
invasion of the field. If, therefore, we have any reason for 
preferring ordinary commercial banks, the central bank 
should encourage their ^owth rather than invade the field 
itself. The issue turns in fact on the question of the in- 
tegration of banking systems. 

In favour of complete integration of the banking system 
there is the very powerful argument that in an integrated 
system control over all banking operations is direct and not 
indirect. The force of the argument depends on the in- 
efficiency of indirect as compared with direct control. If 
we could assume that the commercial banks would alwaj's 
react automatically in precisely the right way to any central 
bank action, indirect control would be as good as direct 
control. But as has been seen at several points early in this 
book, no amount of regulation of commercial banking can 
guarantee invariably correct reaction. Even if they cannot 
lower the cash ratio below a legal minimum, the commer- 
cial banks can always raise it above that minimum and 


If the cent^ bank alienates the commercial banks in this way, its 
the weapon of persuasion rvill have small success. 
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thereafter reduce it to that minimum. Central itanldng 
policy ra.iy sometimes require the commercial b.inics to 
expand (or contract) earning assets of one kind ratlter than 
another; but tlic system of indirect control does notliing to 
provide for such situations. London appears, since 189a 
at any nuc, to have learned that some of tht:se deficiencies 
of indirect control can be overcome by informal co-opera- 
tion between the various members of the system. Much 
has still to be done along this line; especially where, as in 
I.ondon, the central bank is so secretive. But obviously 
the further co-operation is developed the nearer does the 
system approach a formally integrated system. The great 
disadvantage of an integrated system is that the one bank, 
being conscious of it.s sole ultimate responsibility, may be 
too cautious to provide all the hank loan facilities whicli 
would be proN-ided by .specialist commercial banks. This 
disadvantage is the more serious the more important the 
outlet for commercial bank loans is in a country: the 
dowms'ard trend in the demand for commercial loans 
means that the disadvantage of integration of the banking 
system is becoming less. On the other hand, tlterc is good 
ground for supposing that it is just in tho.se countries -- 
India, for example - of which we are thinking particularly 
that the oxitlet for commercial loans is greatest. Accortl- 
ingly I think that the case against the ecntnal hank providing 
ordinarx' banking facilities there, xvhilc not so ovcrxxhelm- 
ifUi :!s frequently a'^<un?cd, is stronger fro.m one point of 
view than the case against integration of the banking system 
in a connin' likcourown. Although thevdo not w.mtwild* 
rat banks, India and China do w,ant banks that will be 


prepartxl to support the acux’iiitxs of the people who have 
nbviotts {jbiruy btit no good coUateral security to offer. 
The for the centra! iwnk developing ordinary bank- 
ing husincsn un its o\xn account m.ry i'c .sirnngt'.t in quite 
.5 ilifTcrent tape of system, Fouth Afrirr, proxidc-. the 
extern 'r ex.rmpic of a emmiry v.-hcre practically all the 
btnkmg bn* 1* in the hands of only gan gTe.,t branch 
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banks. Neither of these banks confines its operations to 
South Africa, and neither is controlled absolutely by offi- 
cers in the country. The limitation of competition arouses 
suspicion of monopolistic fleecing— and that by ‘foreign 
banks’. Such is the stren^h of each of these two banks, 
and such is their temptation to act in concert, that they 
could frequently (if they chose) make the central bank’s 
policy quite inefective. Should that possibility be realized 
in practice there would be a very strong case for the central 
bank setting up numerous branches throughout the country 
in an attempt at once to break the ‘monopoly’ of these two 
banks and to secure some direct control over the banking 
operations of the country. The situation would be un- 
comfortable; but not impossible. Wise co-operation of 
the two commercial banks with the central bank would, 
of course, make any such development absolutely unne- 
cessary. 

There remains the question of what a central bank can 
do to encourage the development of a system of commer- 
cial banks. Here the possibilities are two. The first and 
much the more attractive course is provision and en- 
couragement of the use of rediscounting facilities. The 
second and more remote possibility is the administration 
by the central bank of a subsidy for newly established 
commercial banks. 

The development of rediscounting is important in a new 
banking system in that it enables banks to economize their 
till-money without increasing the risk of being broken by 
a run for cash. Since cash is a non-earning asset, econo- 
mizing cash reserves implies increasing earning power. 
Growth of rediscounting facilities therefore acts in the 
same way as a subsidy ; but it has the additional advantage 
of developing contacts between the various parts of the 
banking system and making it easier for the central bank 
to enforce its policy. The central bank can do much in this 
way by selecting (and possibly securing the adaptation of) 
any suitable credit instruments already in use in the country 
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(the hundi in India is an example), and olTcring favourable 
rates for cash obtainable on deposit of these instruments 
with itself. Sometimes there is room for reduction of stamp 
dudes on such instruments, and then the central bartk 
should do its best to persuade the Government to sacrifice 
revenue for the sake of promoting the development of tiie 
banking system. In countries like India and China, too, 
the central bank must be prepared to open numertnic 
branches (or attractive agencies)’ in order to provide assis- 
tance quickly and easily to new local banks. Unfortunately 
there i.s almost universal prejudice against rediscounting, 
it being gerterally regarded :is a sign of weakness, Tlic cen- 
tral hank should make it its business to persuade bankers 
that rediscounting is not necessarily an evil practice.* 

If the Government is willing to bear the expense the 
outright subsidy method may be employed. If so, the 
central bank is the obvious agent for administration of 
the subsidy: for compulsory* inspection powers would be 
a decidai advantage in developing its contacts with newly 
established b.anks. It might be difficult to discriminate 
between new banks and those already v.-cll established 
without encouraging the growth of a unit-hanking system 
rather than a brancli-banking system; but I believe this 
difficulty could be overcome. However, detailed discus- 
sion of this possibility seems rather waste of time when we 
remember that in the countries of wliich we arc thinking 
tircre arc generally many more pressing needs to be met 
out of the scant government funds. All that the Gove.m* 
men! can reasonably be c.vpected to do is to reduce stamp 
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dsjUfc on piriuulnr credit instnimcnts, at the suggestion 
of the Central bank. 

Rut 1 hi lit', c tint much can be done without great ex- 
pen e if tiic central h mk make's up its mind to encourage 
the t;riTAth of commercial banking; and once an adequate 
.) stvin of commercial banking h;ts developed the problems 
of control faced b\ the central b.mks become those which 
\cc huce nlrc.uly discu'st-ed in the previous section. If pro- 
f ic-.» is to be rc.’k it must be based on a thorougli undcr- 
st.niJinc: of the problems rather than on a slavish imitation 
cif v.lnt lias been done in the countries wliosc finaitcial 
iiMitutinns h.sppeiied to develop first. In the inter-war 
rcrirtd a number of factors conspired to make some of 
the ‘ntu* cci'intric.'. nish into the establishment of central 
bmb, and only grridually arc they beginning to realiye 
bcr.N I'-sv nti.iliy difb rent are the financial climates in which 
thrae ntu inRitutions arc functioning. 'I'lic ‘new’ coun- 
tric: .done (..mnot be held responsiiilc for their miininder- 
s'.andines; tiicy nficn took British and American atlv'ice 
b"eci more on funiliarit} with the City and Wall Street 
than on fund uncntal anal) .sea of banking problems. Since 
then we !i.i\c both lived and learned. 
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